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As has been the custom in the past, main papers and discussion are published in full in 
these Proceedings. The presidential address is, as usual, published in the March issue 
of the American Economic Review. 

The discussion of main papers has in some instances been relegated to round table sessions, 
but in many cases special topics were considered, quite unrelated to the other sessions. 
For instance, the main session on ‘Economic Issues in Social Security Policy,” on 
Wednesday morning, was followed by a round table conference on the same subject in 
the afternoon; and papers on “Preserving Competition Versus Regulating Monopoly” 
were discussed at the round table conference on the same subject following. Likewise, 
main papers on “The Economics of War’ were subject to special discussion at a round 
table conference on Friday. 

In some instances morning sessions were followed by closely cognate afternoon round 
table sessions. For example, the main session on “The Objectives of Monetary Policy’ 
on Wednesday morning was followed by the round table on the closely related subject 
of “The Behavior of Bank Deposits in the Business Cycle’’ on the afternoon of the 
same day. On the other hand, a number of sessions were planned on quite independent 
topics and are in a sense self-contained, with papers and discussion. 

The Editor has been authorized to publish some of the round table papers in full. 
Others are to appear in the American Economic Review or in some outside publication, 
Where their disposition is known, we have made a footnote record of the facts. A sum- 
mary or abstract of the proceedings describes the character of the meetings in each 
instance. 
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University of Chicago 


‘To be published in full in the June issue of the American Economic Review. 
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4. Price Control Under “Fair Trade” Legislation 
Chairman: EwALp T. GRETHER, University of California 
Papers: Corwin D. Epwarps, U. S. Department of Justice; Harry J. Ost- 


LUND, University of Minnesota; REINHOLD P. Wo LFF, Trade Regulation 
Review 
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Papers: HArry D. GipEonse,’ Brooklyn College; FRANK A. SOUTHARD, Jr., 
Cornell University; E. DANA DuraAnp, U. S. Tariff Commission 
Discussion: CALVIN B. Hoover, Duke University; ERNEST K. LINDLEy, 
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9:00 A.M. Business Meeting 
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University 
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Chairman: EpwArD S. MASON, Harvard University 
Papers: Corwin D. Epwarps, U. S. Department of Justice; Paut T. 
HoMAN, Cornell University; DoNALD H. WALLACE, Williams College 
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the American Statistical Association and the American Farm Economic As- 
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ties and Exchange Commission; LEON HENDERSON, Securities and Ex- 
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TON Katz, Harvard University; SAUL Ne son, U. S. Bureau of Labor 
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. Theory of International Trade 
Chairman: FRANK D. GRAHAM, Princeton University 
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MERION H. HeEnpces, International Brotherhood of Electrical Workers 
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Papers: HOMER JONES, Federal Deposit Insurance Corporation; ROLAND I. 
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* To be published in the March issue of the American Economic Review. 
*To be published in extended form in the American Economic Review. 


Discussion: Cyrit UPHAM, Deputy Comptroller of the Currency; ROBERT 
G. RopkKEy, University of Michigan; LAURENCE R. LUNDEN, University 
of Minnesota; LAWRENCE H. SELTZER, Wayne University 

5. The Incidence of Taxation 

Chairman: HARRY GUNNISON Brown, University of Missouri 

Papers: JAMES K. HALL,” University of Washington; HENRY C. SIMONS, 
University of Chicago 

Discussion: HAROLD M. Groves, University of Wisconsin; M. SLADE KEN- 
DRICK, Cornell University; Tipton R. SNAVELY, University of Virginia 

8:00 P.M. Economic Planning 

Chairman: E. DANA DuRAND, U. S. Tariff Commission 

Papers: BENJAMIN M. ANDERSON, JR., University of California at Los An- 
geles; CALVIN B. Hoover, Duke University; Moritz J. BONN, London 
School of Economics 


Friday, December 29, 1939 
9:00 A.M. Business Meeting 
10:00 A.M. 
1. Growth of Rigidity in Business 
Chairman: SCHOFIELD ANDREWS, of Ballard, Spahr, Andrews and Ingersoll 
Papers: N. S. B. Gras, Harvard University; VIOLET BARBOUR, Vassar Col- 
lege; EARL J. HAMILTON, Duke University; HERBERT HEATON, Univer- 
sity of Minnesota 
Discussion: RUDOLF A. CLEMEN, American University; RuFus S. TUCKER, 
General Motors Corporation 
2. Economics of War 
Chairman: ERNEST MINOR PATTERSON, University of Pennsylvania 
Papers: FREDERICK POLLOCK, Institute of Social Research; FRANK G. Dick- 
INSON, University of Illinois; BRUCE KNIGHT,* Dartmouth College; AARON 
Dmecror, Brookings Institution 
12:00. M. Meeting of the Executive Committee 
2:30 P.M. Round Table Conferences 
1. Economics of War 
Chairman: CHARLES O. Harpy, Brookings Institution 
Paper: SIEGFRIED VON CiRIACY-WANTRUP, University of California 
Discussion of Mr. Ciriacy-Wantrup’s paper and of the papers presented at 
the morning session: MICHAEL HEILPERIN, New York City; HERBERT 
ZASSENHAUS, Juniata College; FREDERICK StrAuss, U. S. Department of 
Agriculture; GERHARD CoLM, U. S. Department of Commerce; HERBERT 
STEIN, Washington, D.C.; Lewis L. Lorwin, New York City 
2. Population Problems 
Chairman: ALVIN H. HANSEN, Harvard University 
Papers: JOSEPH J. SPENGLER,’ Duke University; Orro NATHAN, New York 
University ; O. E. BAKER, U. S. Department of Agriculture 
Discussion: Morris A. COPELAND, Central Statistical Board; JAMes G. 
EvANS, University of North Carolina; ALAN R. SwWEEZY 
3. Recent Books on Consumption® (Joint session with the American Marketing 
Association ) 
Chairman: THEODORE N. BECKMAN, Ohio State University 
Papers: HAZEL KyrK, University of Chicago; HOMER W. WIDENER, Uni- 
versity of Buffalo; Wi_Larp E. ATKIns, New York University 
Discussion: RALPH CASSADY, JR., University of California; Jessiz V. Cougs, 
University of Missouri; MARGARET G. Reip, Iowa State College; LELAND 
J. GorpDon, Denison University; ROLAND S. VAILE, University of Minne- 
sota 
4. Cost Functions and Their Relation to Imperfect Competition (Joint session 
with the Econometric Society ) 
Chairman: THEODORE O. YNTEMA, University of Chicago and Cowles Com- 
mission for Research in Economics — 
Papers: J. M. CLARK,’ Columbia University; Jozt DEAN, University of Chi- 
cago and Cowles Commission for Research in Economics; ROSWELL H. 
WHITMAN, R. H. Macy and Company 
Discussion: GEORGE J. STIGLER, University of Minnesota 


* Paper read by W. A. Carter. 
To be published in full in the Journal of Political Economy. 
* To be published in full in the Journal of Marketing. 


HE purpose of the American Economic Associ- 
T ation, according to its charter, is the encourage- 
ment of economic research, the issue of publications 
on economic subjects, and the encouragement of per- 
fect freedom of economic discussion. The Association 
as such takes no partisan attitude, nor does it commit 
its members to any position on practical economic 
questions. It is the organ of no party, sect, or insti- 
tution. Persons of all shades of economic opinion 
are found among its members, and widely different 
issues are given a hearing in its annual meetings and 
through its publications. The Association, therefore, 
assumes no responsibility for the opinions expressed 
by those who participate in its meetings. 


JAMES WASHINGTON BELL 


Secretary 
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THE OBJECTIVES OF MONETARY POLICY 
(A series of three papers and discussion) 


THE PRIMARY FUNCTIONS OF MONEY AND THEIR CONSUMMA- 
TION IN MONETARY POLICY 


By FRANK D. GRAHAM 
Princeton University 


Two only of the functions ordinarily attributed to money are of logical 
primacy. These are (1) the function of money as an accounting unit, a 
measure of value, a standard of value, or numéraire (I see no real distinc- 
tion between these several terms), and (2) the function of money as a 
bearer of options. All the traditional functions of money are either included 
in these primary functions, are dispensable, or can be readily performed, 
even in a pecuniary society, by goods other than money. 

It is no doubt true, chronologically, that money had to serve as a medium 
of exchange before it could become a standard of value—an accounting 
unit; but a highly developed system of exchange, on the basis of mere 
bookkeeping entries in accounting units, is at least conceivable, and has 
even been in part attained. We cannot, in consequence, assert the logical 
necessity for any medium of exchange other than abstract units of account; 
since an incorporeal accounting unit may itself be the medium of exchange, 
the medium of exchange function can hold no place as a logically separable 
primary entity. An accounting unit is an intellectual necessity for any sys- 
tem of division of labor, protracted production, and contractual exchange, 
but a tangible medium of exchange—something other than abstract units 
of account—is, in an orderly society, no more than a mere physical con- 
venience. It will no doubt be useful, for a yet indefinite period, to be 
able to exchange, both ways at will, monetary book credits—mere units 
of account—for some more tangible money, but it would be fallacious to 
exalt the desideratum of a tangible money to the level of necessity rather 
than convenience. 

Like the medium of exchange function, so all the other commonly listed 
functions of money, except that as the bearer of options, can be assimilated 
to the unit-of-account function or relegated to a subordinate category of 
expediency rather than essence. 

The function of money as a standard of deferred payments, for instance, 
is included in its function as a unit of account. There would, indeed, be 
little or no reason for a unit of account if there were no express or implied 
intertemporal, executory contracts. Accounting, in any substantial sense, 
presupposes intertemporal transactions and the unit of account is auto- 
matically, therefore, a standard of deferred payments. If any given money 
proves to be a poor standard of deferred payments it may, of course, be 
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replaced as such by some other good, and perhaps by foreign money, but 
neither of these new standards of deferred payments could well be called 
money of the domestic jurisdiction. 

The function of money in serving as legal tender is clearly nonessential, 
since many forms of what has indisputably been money have had no legal 
tender power, and many economic systems, indisputably pecuniary, have 
had no specifically designated legal tender. Except as a means for serving 
ulterior, and often shady, ends, the legal tender power has been conferred 
by governments on already existing money solely to prevent costly disputes 
or to furnish courts with the means of terminating litigation between parties 
to executory pecuniary contracts who had failed to take the precaution of 
precisely defining the form of money in which those contracts were to be 
executed. The legal tender power may give to some dubious forms of 
money greater validity than they would otherwise have but this is almost 
all that can be said for it on this score, and, if it were never specifically 
given to any money circulating in a jurisdiction, the lack would scarcely 
be felt after people had learned to draw their contracts with clarity in 
specification of the kind of money involved. The legal tender function can, 
therefore, scarcely aspire to a role of primacy. 

The function of some kinds of money as a reserve for others is obviously 
not a function of money in general and it may as well here be said that, 
in the writer’s opinion, the social interest would be served if there were no 
difference between the powers possessed by any of the several forms of 
money which it may be convenient to keep in circulation. We now have, 
to our hurt, low-powered money, high-powered money, and supercharged 
money, with some forms possessing different powers in different uses. 
Since these forms can readily be shifted, in socially uncontrollable fashion, 
from one use to another, it would be well that all such distinctions were 
swept away and that all currency were brought to the same low-powered 
status now exclusively possessed by commercial bank demand deposit 
money. No form of money could then serve as a reserve for any other. 
Considerations will presently be advanced in support of the proposition 
that the logical reserve for any money is not at all some other form of 
money, but, on the contrary, a 100 per cent value reserve in a composite 
of goods. 

The storehouse-of-value function of money, which is distinct from the 
function of money as a bearer of options, is by no means essential, has long 
ceased to be even important, and is possessed, in varying degrees merely, 
by the several forms of money currently circulating at par with one another. 
Many other things, easy to store, easy to move, and of reasonable vendi- 
bility, provide a more than acceptable substitute for money in this respect. 
The most highly eligible storehouse of value, other things being equal 
and perhaps even if they are not, is some commodity destined to increase 
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in real value relative to any other commodity potentially utilizable for this 
purpose. It is improbable, in our times at any rate, that this ideal storehouse 
of value will be money, since the real value of no existing money is likely 
to rise long or far. Men do not now hoard money as a storehouse of value 
except under what, fortunately, are still exceptionally disturbed conditions. 
With the locking up in the hands of public authorities of all full-bodied, 
commodity-asset money, the use in any jurisdiction of the domestic money 
as a storehouse of value has, in fact, all but disappeared. By inflationary or 
other means any kind of debt money may always be repudiated, in whole 
or in part, at the will of the issuer, and since, under modern monetary 
systems, there is a decided general bias toward inflation, money is now 
very far from being a good storehouse of value and is being replaced, in 
that secondary function, by other goods. 

It may be useful, however, to hold money at least temporarily as a bearer 
of options, whether the real value of the monetary unit is destined in a 
possibly near but indefinite future to rise or to fall. The peculiar feature 
of money, in this respect, is that it enables its possessor to sit tight or to 
jump quickly in any direction as the occasion may seem to require. It is 
clear that this quality of money is a very different thing from that which, 
in the past, has given to some kinds of money a usefulness as a storehouse 
of value. It is, moreover, an essential function of money in the sense that 
it is possessed, in equal or adequate degree, by no other good, though some 
things which are ‘‘near-money,” such as call loans or short-dated securities 
transformable in fairly short order into money at fixed prices, will serve in 
some cases and under some circumstances as a reasonably satisfactory sub- 
stitute for money as a bearer of options.’ 

Such hoarding of money as now typically occurs arises then from the 
usefulness of money not as a storehouse of value but as a bearer of options, 
in that money is unique in the opportunity it provides for a wide range 
of choice in future actions. Money as a bearer of options serves as practi- 
cally the sole insurance against uncertainty in the economic prospect and 
the function is of supreme importance in our present vacillating economy. 
Money as a storehouse of value, on the other hand, serves (on the whole 
less efficiently than many other goods) as insurance against loss on inven- 
tories, arising from the practical certainty, in certain economies, of a 
persistent upward trend in the real value of the stored monetary unit? or, 
in any economy, as insurance against the uncertainty of the storer’s personal 
fate regardless of the general economic prospect. One holds money as a 

‘On this point, see The Value of Money, B. M. Anderson, Jr. (New York: Macmillan 
Co., 1916), p. 425. In an otherwise valuable article on “The Co-ordination of the 
General Theories of Money and Price’ in Economica, Vol. Ill (New Series) No. 11, pp. 


257-280, P. N. Rosenstein-Rodan hopelessly confuses the use of money as a storehouse of 
value with that as a bearer of options. 


‘ And, at times, of a downward trend in the real value, or in the rate of exchange against 
the stored unit, of monies currently circulating at parity of value with the stored unit. 


j 
i 
, 
] 
i 
t 
f 
e 
g 
y> 
f. 
i- 
al 
€ 


4 An an Economic Association 


storehouse of value, therefore, when certain more or less definite eventu- 
alities are foreseen, but one holds it as a bearer of options when the future 
is obscure and until a confused present situation clears. 

The passion for “‘liquidity’’* in such circumstances is readily understand- 
able when we reflect (1) that, in a modern economy, business success or 
failure may at any time rest entirely on the ability of an enterpriser to show 
an immediately realizable positive pecuniary balance of assets over short- 
dated liabilities, and (2) that most liabilities are fixed in terms of money 
but that, in the typical case, assets are largely non-monetary and fluctuate 
in money value. The need for a high degree of liquidity is, therefore, on 
occasion, very real, and this liquidity can be assured only if one is in 
possession of, or has certain access to, the only genuine antifreeze, i.e., 
money itself. In order to prevent a devastating rush for a limited supply 
of money in which only a few can be successful, the central bank must 
therefore be prepared readily to monetize, without substantial charge, a 
wide range of nonpecuniary assets whenever the circumstances call for 
action of this type. There is, indeed, no reason why central banks in times 
of stress should be denied the power or should refuse to discount to any 
desired amount, and therefore to monetize, any banking asset (including 
mortgages) likely to pay out in the long run. This of course is, to some 
authorities, rank heresy, but, in the absence of such powers, we are at 
times forced to set up for this very purpose some ad hoc governmental 
banking organization, such as the RFC, which leaves a heritage of divided 


functions and confusion in our monetary and banking system. 
Fluctuations in the hoarding of money, whether as a storehouse of value 
or as a bearer of options, are, unless thus compensated by an appropriate 


alteration in the total supply of money, highly corrosive of a pecuniary 
economy. When uncompensated hoarding increases, society loses sight 
of the real end of economic activity and curtails the production of goods; 
when it decreases, we indulge in a different, if less devastating, waste of 
substance in foolish investment. We cannot, however, without a complete 


abandonment of the system of free enterprise, take away the right and 
opportunity of hoarding, since this would mean the denial to the individual 
of the right of disposal of his assets as seems good to him. The only solution, 
therefore, consistent with the preservation of that system and the optimum 
use of resources is the compensation of hoarding and dishoarding through 
appropriate changes in the total supply of money. If this were fully done, 
fluctuations in the hoarding of money would, per se, be of no consequence, 
and the function of money as a bearer of options would be satisfactorily 
performed for the individual without any inherent social detriment. 

Let us return now to the function as a unit of account. In order to serve 


as an even moderately satisfactory unit of account the value of the unit 


* The desire for money . bearer of options is synonymous with “‘liquidity-preference.” 
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must be at least presumptively predictable. This is absolutely necessary 
if men are to pursue coherent plans in a pecuniary society or to undertake 
any activity beyond that which is expected to come to very early fruition. 
Whatever the presumption, men cannot now, in actual fact, predict the 
future value of the monetary unit with any accuracy. The typical enterpriser 
normally proceeds on the presumption that this value is not going to alter 
—he assumes stability. Since he cannot form any rational estimate in the 
matter this is perhaps the best thing he can do but, in the light of monetary 
history, his sublime neglect of the high probability of secular movements in 
the general price level seems nothing short of pathetic. To the prospect 
for cyclical changes the enterpriser gives close attention but it is almost 
impossible to arouse in him any interest in potential and persistent price 
trends except when he has had very recent and painful experience of them. 
He may know that they have occurred in the past, he may be taking action 
in which a trend of prices over a period of years to come will make all the 
difference between success and failure, but he refuses to believe that any 
great movement is likely. This blindness may be bliss for the moment, but 
if we are to prevent much needless heartache and great waste of resources 
in investment which a shift in price levels renders uneconomic, we must 
see to it that the enterpriser’s rather naive expectation is not in fact dis- 
appointed. The need of establishing a horizontal secular price trend would 
be even more urgent than it now is if a lively consciousness of the existing 
truly unpredictable vicissitudes in general prices should develop among 
potential enterprisers. They might, then, very probably, on the prospect of 
a downward movement of prices, cease their activities altogether or else 
exact prodigious payment for their services. 

It is not, of course, requisite that general prices should be stable in 
order that they be predictable. But the advantages, if any, of even a regu- 
lated variability of value* in the unit of value are nothing more nor less 
than those of an elastic yardstick. Ingenious casuistry could no doubt make 
a case for a slowly and steadily lengthening or even, in some circumstances, 
shortening unit of length, as it has for a similar alteration in the value of 
the unit of value. If per capita productivity in the textile industries should 
be rising, a plausible case, on grounds of equity, economic expediency, or 
the like, could, I suppose, be made for a pari passu lengthening of the 
drapers’ yardstick and, per contra, for a shortening when productivity in 
textiles was falling. But most, if not all, of the alleged advantages would 
disappear as soon as it was generally known at what rate the yardstick was 
changing. Allowance at the known rate of alteration in the measure would 
then be made in all new executory contracts involving textiles and such 
benefits as can be attributed to uncertainty would disappear. For similar 

“By “value,” in reference to the monetary unit, I mean always, unless there is an ex- 


plicit statement to the contrary, the value of the monetary unit measured in as compre- 
hensive as practicable a composite of commodities and commodities only. 
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reasons, a monetary unit changing in value at a known or predictable rate, 
according to some pre-established law, offers no apparent advantages over 
a unit of stable value. 

We have been talking for some decades now about stability in the value 


of the monetary unit without much having been done, by the powers 
that were or be, to achieve it. In these circumstances there has been no 
kudos to the academician in harping on a, to him, threadbare theme, and 


so, the idea of stability having once been quite generally accepted by the 
fellowship, it became attractive to attack it. It is these sophisticated and, 
in my judgment, sophistical attacks (so far as they are not mere apologies 
for our present disorder and thus beneath even an expression of contempt) 
that I wish in my turn to attack. The argument which I shall make for 
stability is, therefore, not so antiquated as it might seem to some to be. 
In spite of what has been said above, the most cogent plea for a regu- 
lated alteration in the value of the monetary unit is that of those economists 
who would adjust it in strict proportion with general productivity. The 
issue between this and a unit of stable value is rather a question of expedi- 
ency than of essence since, if it were known that the future value of the mon- 
etary unit would be correlated with general productivity, any difference of 
results which might otherwise arise in the use of this as compared with a 
unit of stable value would no doubt be eliminated in advance by such 
changes in the terms of all executory contracts as foresight might dictate. 
I think it makes little or no difference, in principle, whether we seek 
stability by keeping per capita money incomes horizontal and suffering the 
general price index to move inversely in correspondence with changes in 
general productivity or by keeping the general price index horizontal and 
suffering per capita money incomes to move directly in a similar cor- 
respondence. I judge that this is also the real view of J. M. Keynes since, 
on succeeding pages of Te General Theory of Employment Interest and 
Money, he has expressed first a preference for one view and then an abso- 
lutely contradictory preference for the other.’ Keynes then goes on to 
make what seems to me a conclusive argument, from expediency, for the 
policy of keeping stable the index of prices on the grounds (1) that it is 
relatively easy to maintain practically full employment if there is an expecta- 
tion of higher wages along with increasing productivity, (2) that there 


are social advantages in a gradually diminishing real burden of debt, (3) 
that the difficulties of adjustment from decaying to growing industries 
would be less under a stable than under a falling price level, and (4) that 

°Cf. pp. 270 and 271 (1 Macmillan and Co., Ltd., 1936 edition). On page 270 
Keynes says, “I am now of n that the maintenance of a stable general level of 
money-wages is, on a balan f lerations, the most advisable policy,” while, on page 
271, he says, “On the whole y preference is for the latter alternative’ (that is, for 
keeping prices stable). Keyn ter explicitly asserts that no question of principle is in- 


volved. (Italics mine.) 
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there would be a psychological stimulus in a moderate tendency for wages 
to increase. The effort to preserve a horizontal secular trend in the value 
of the monetary and accounting unit stands, moreover, an infinitely greater 
chance of success than any attempt to keep the value of the unit moving 
in precise correspondence with some necessarily much more complex criter- 
ion. This is true not only by reason of the relative complexity of the 
criterion but because it is much easier to regulate with stability than with 
precisely controlled mobility in the value of the monetary unit as a goal. 
To seek to establish a given degree and direction of movement is to add to 
the obstacles to control the force of an existing momentum. 

Some temporary deviations from the strictly horizontal price-level line 
are, no doubt, inevitable and even desirable. They would seem to be inevi- 
table with fluctuations in business activity, if these must occur, and desirable 
when, through an act of God, the supply of any given good or class of 
goods does not correspond with normal expectation from the resources 
devoted to its production. It might, for instance, be poor policy to force 
an adjustment in the prices of industrial commodities to compensate for 
changes in the prices of agricultural products arising from very good or 
very bad harvests. This would merely tend to redistribute resources between 
the two branches of output in such a way as to require a counter-redistribu- 
tion when the normal expectation of output per unit of resources employed 
was later realized. But all this does not affect the contention for a hori- 
zontal secular price trend. 

It may, of course, be argued that a superior alternative to a monetary unit 
of stable value would be a unit the value of which was merely presump- 
tively, but not in fact, predictable. Such a unit would give us all the benefits 
that can be assigned to uncertainty and would, indeed, be what we now 
have. The argument will appeal to those who believe that ours is the best 
of all possible worlds. If, however, uncertainty is a boon, the whole course 
of what we call civilization has been perverse, for there is no truer mark 
of that civilization than the gradual, though inevitably incomplete, con- 
quest of uncertainty. The whole comprehensive process epitomized in 
financial accounting, the lack of which separates those we call savages 
from the rest of mankind, is an effort to get precision and some degree of 
certainty into human affairs. With a possible minor exception to be later 
noted, the argument for anything but a horizontal secular trend, within 
a narrow zone, in the value of the unit of value and account seems to me 
therefore to be an argument for a reversion to savagery—a quite gratuitous 
argument in view of the world’s present rapid recidivation toward that 
status. Few, I suppose, would assert the virtue of persistent or recurrent, 
irregular, and quite arbitrary changes in the value of the accounting unit 
even if these were all in the direction more favorable to enterprise. If any 
type of uncertainty is good per se, however, such an attitude would seem 
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logical and there must be still fewer who would assert the virtue of similar 
vicissitudes but without any trend at all. 

To those who favor the extension, in human affairs, of certainty rather 
than chaos, the only question that can present itself is the virtue of such a 
nearly horizontal trend, in the value of the monetary and accounting unit, 
as can in any way be attained versus that of something other than completely 
arbitrary variability. Has any proposal, under the latter head, advantages 
not at first blush apparent? The discussion of the matter involves a third, 
perhaps primary but not traditional, function of money, that of serving 
as an energizer of economic activity. This is reserved for later treatment. 

Quite apart, however, from the practical difficulties with a unit of 
variable value, the case for stability, rather than mobility, is compelling. 
It appeals, for one not unimportant thing, much more strongly to common 
sense. No other measuring standard is elastic and the idea of variability 
in any of them seems, on its face, absurd. I venture to believe that this 
absurdity is not merely prima facie; that it applies to the standard of value 
fully as much as to any other standard of measurement. 

If it be argued that both parties to a long-term pecuniary contract should 
share equitably in the growth or decline of general productivity during the 
life of the contract, and that a continuing appropriate adjustment in the 
value of the monetary unit would effect this result, the answer is again that 
the same result would be attained, with stability in the value of the mone- 
tary unit, through corresponding adjustments in the terms of contracts. 
Since contracts are now all but universally made on the assumption of 
stability in the value of the monetary unit (no other assumption common 
to both parties being in most cases feasible), it seems probable that the 
intention of the parties will be best consummated when this presumption 
is in fact realized. Put negatively it seems most unlikely that a real though 
not nominal alteration in the terms of the contract through a change in the 
value of money with which neither of the parties to the contract had any- 
thing to do will express their intention more accurately than they had suc- 
ceeded in expressing it themselves. In any event, it will later appear that 
such an alteration in the value of the unit of account as might be thought 
by the sovereign power to provide a greater degree of equity between con- 
tracting parties than would result from their free contract entered into on 
the assumption of a reasonable stability in the value of the unit, is an 
alteration not likely to be reconcilable with that which would, allegedly, 
energize economic activity. Two arguments (if they can properly be digni- 
fied by this appellation) for instability in the value of the monetary unit 
here conflict with rather than lend support to one another, and neither 
is of much consequence when standing alone. 

A word should be said here about that much controverted subject, “neu- 
tral” money. If, as is now widely held to be the case, such a rate of interest 
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as will at one and the same time correspond with the marginal physical 

productivity of capital and equalize supply and demand for unforced 
savings, is a rate incompatible with a stable price level, then this “natural” 
rate of interest should, in my opinion, be abandoned as an ideal. Any 
| : deviation of the natural rate from the rate which is compatible with the 
j | maintenance of a stable price level will, under the latter policy, result in 
profits or losses, as the case may be, to the monetary authority. This, I think, 
is where such profits or losses belong, provided the issuance (and retire- 


ment) of all forms of money is in the hands of a governmental agency 
where #t belongs. 


. Let us move now to the case for a vaguely controlled movement of the 
| index of general prices mot in correspondence with alterations in general 
productivity and therefore designed to make profits different from what 
] they would normally be. This is the case for a more or less arbitrarily 
; variable value for the monetary unit as an energizer of economic activity. 
P That it is a by no means cogent case is indicated by the fact that those 
who put it forward are at odds as to the direction in which the value of 
1 the unit ought to vary. To act as an energizer, a change in the value of 
: the monetary unit must stimulate enterprise through an alteration in the 
e rewards to enterprise, upward or downward, as compared with what they 
t would be under a unit of stable value with aggregate fees to the several 
- factors of production varying in correspondence with imputed real produc- 
4 tivity. This is to say that, to serve as an energizer of economic activity, any 
| change in the value of the monetary unit must be either more or less than 
any accompanying change in general real productivity. Now, as is well 
e . known, Alfred Marshall thought that it was energizing to enterprise to 
n «6 put pressure on profits through having the unit of account rise in value 
h |§ somewhat more than in proportion to any increase in per capita real pro- 
=. | ductivity that might occur. D. H. Robertson, on the other hand, is inclined 
- iF to the contrary view that it would be energizing to enterprise to imbue 
» | it with more or less regularly recurrent rain of windfall profits through hav- 
at | ing the unit of account fall in value or, at any rate, rise less than in propor- 
it tion to any increase in per capita real productivity.® I leave it to the reader to 
)- decide which, if either of them, was right, and am content to observe that, 
n | until this difference of opinion between authorities is resolved, the best 
in | course is to elect the policy of a stable price level, especially since, as it 
y, seems to me, this policy is superior to the alternatives of either Marshall or 
i- | Robertson. 
it : | While it may perhaps be doubtful whether we should list the energizing 
ef of economic activity as a primary, or any, function of money, there can be 
e no doubt that we should expect money to be, at worst, indifferent in this 
- respect. Yet so long as our present money, uniquely, performs the function 
st 


*Cf. Money (New York: Harcourt, Brace & Co., 1922), pp. 148-151. 
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of a bearer of options, there is the danger that it will at times prove to be 
a factor definitely retarding enterprise. When the prospect is uncertain, 
but with a good chance that prices will fall, there will be a general disposi- 
tion on the part of enterprisers to turn their assets into money as a bearer 
of options and to refrain from creating assets in the form of goods. Their 
actions will operate first to produce the fall in prices that they fear; then 
to accentuate it as spending is more and more curtailed and hoarding 
increases, with cumulative adverse effects on production. 

The ground on which a more or less arbitrary downward variability in 
the value of the monetary unit (an upward trend in the price level) has 
been advocated is that, under a stable, to say nothing of a falling, value, 
the supply of enterprise is likely to prove inadequate to yield full employ- 
ment of productive resources. On marginal analysis, however, the rewards 
to enterprise under free competition would settle at the point at which, 
with a stable price level, full employment is attained. It can scarcely be 
granted that we should abandon the ideal of a stable price level, which 
on all other counts is appropriate, in an almost certainly vain attempt to 
overcome, by indirection, possible failures in competition. Rather would 
it seem better to attack such failures directly. A variable value of the mone- 
tary unit could appreciably affect the supply of and demand for enterprise 
only so far as the rate of prospective variation was unknown, since, if it 
were known, the variability would, as noted above, be counteracted in the 
terms of the contracts of enterprisers with other factors of production, and 
the chance for windfall profits would disappear. The choice on this score, 
therefore, is a deliberately induced uncertainty over its elimination. Here 
one may well raise the question whether enterprise is likely to be stimulated 
by an augmentation of the uncertainties with which it must deal. 

The worth of certainty as against uncertainty, however, involves a judg- 
ment of values, as between civilization and savagery, to which rationality 
is irrelevant. I shall, therefore, not argue it but will rather state my convic- 
tion that if, under the present economic organization, enterprise is inade- 
quate, we must learn how to stimulate it without deviation from the ideal, 
and, so far as practicable, the attainment, of a stable price level. I am 
convinced that an appropriate type of money will either maintain full 
economic activity, without alterations in the value of the monetary unit, 
or that this cannot be done by any monetary manipulation whatever and 
that the problem must be attacked by other means such as the direct stimu- 
lation of investment, reduction of saving, or both. 

One of the currently fashionable indirect means of attack is to keep 
money easy so that interest rates will be low. Low interest rates seem not 
to have been so immediately stimulating to enterprise as economic theo- 
rists, both old and new, had been inclined to suppose they would be, and 
the possibility of the indefinite maintenance of artificially easy money is 
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scarcely credible. Easy money can be maintained only so long as the money 
is not being used in the degree in which it is being supplied. Were it to 
be so used, with or without full economic activity, the consequent increase 
in the demand for money loans arising from greater economic activity, 
rising prices, or both, would quickly banish any ease in the money market 
unless resort were had to persistent new injections of money. Even then, 
the upward movement of prices would, presumably, eventually outstrip any 
rate of influx of money that might be initiated, and money interest rates 
would arise as a combination of the real rate of interest (if we may still 
use that term) and an insurance premium against the prospective deprecia- 
tion of money during the course of the loan. There would seem to be 
little likelihood of money lying around forever without being used. If it 
does not, a permanent, and artificial, ease in the money markets is no more 
than a wild and dangerous hope and any lengthy maintenance of such 
ease is an alluring invitation to inflation. Such an inflation could probably 
be curbed, after the invitation had been accepted, only by a sharp reversal 
of the easy money policy with a consequent economic slump. The impetus 
necessary to overcome initial inertia will almost certainly set up a momen- 
tum which cannot be checked without a strong recoil. 

I should not want to deny that an artificially induced ease in the money 
market may, at times, be a useful economic stimulant but wish merely to 
assert that the policy of permanent, artificially easy money seems to me out 
of the question. Any long protracted ease is likely to lead not only to 
marked inflation but to an exaggeration of the amplitude of cyclical fluctua- 
tions in economic activity. If the policy is to be pursued at all, the appropri- 
ate technique is probably to provide great ease for what can be confidently 
assumed by enterprisers to be a short period only. Even this might not be, 
at one and the same time, efficacious as a stimulant to enterprise and quite 
free of noxious accompaniments, but it would make the most of what the 
policy can offer. 

Any extension of the use of money as a unit of account has normally 
been a galvanizer of economic activity, while any extension of its use as a 
bearer of options has induced torpor. The early employment of money, 
when the use as a unit of account was widening and its use as a bearer of 
options had hardly developed, had, therefore, a beneficial economic result. 
But now that the unit of account has been practically universally established 
as an accompaniment of a many-faceted division of labor, and there is not 
much further possibility of extension of this use, the bearer-of-options func- 
tion has taken on an immensely greater relative importance, with a strong 
tendency toward the periodic retardation of economic life. 

Faced with this situation some not very contemplative reformers have 
advocated a non-hoardable money; that is to say, a money which could not 
setve as a bearer of options. Not only would it be a matter of extreme 
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difficulty and perhaps impossibility to devise such a money and at the same 
time prevent recourse to other forms, but it is highly questionable whether, 
if such a money could be devised and put into exclusive operation, it would 
not do more harm than good. The task of the enterpriser, which is even now 
so difficult that the supply of the quintessential service he provides some- 
times appears to be drying up, would be rendered still more difhcult if 
no means of holding options on action were at hand. Economic life might 


well languish from this cause quite as much as it now does when, as happens 
from time to time, the cost of hoarding money is to the hoarder nil or 
negative. 

A persistently recurrent galvanizer of economic activity would sooner or 
later reduce the economic system to the condition of a patient suffering 


from shock neurosis. What we need, therefore, is not a type of money or 
monetary management which aims at persistent stimulation, but one which 
will maintain a full, healthy economic activity rather than excitation, and 
will act as a stimulant only when a stimulant is needed. At other times it 
will either be galvanically neutral or, as the occasion may require, impedi- 
tive. A satisfactory money must, of course, also perform, in unexceptionable 
fashion, the primary functions of money as a unit of account and bearer 
of options, and, in at least as good a fashion as existing currencies, the vari- 
ous secondary functions of money. This means that the monetary unit must 
be stable in value and that it must be hoardable without stalling economic 
activity in the process.” Such a money would not solve all of our economic 
problems but it would, I believe, solve all that can be solved by monetary 
means. It would certainly not exaggerate the defects in economic systems 
as all existing monies do where there is persistent manipulation of, or un- 
certainty in, the value of the unit. 

The only kind of money, and monetary policy, which gives promise of 
full consummation of both the primary and secondary functions of money 
is a currency of the type elaborated by Mr. Benjamin Graham in his book, 
Storage and Stability.* Instead of gold as a monetary reserve, Mr. Graham 


would hold goods, in designated units of a composite of important, stor- 
able, staple, primary commodities, weighted according to their significance 
in our economy and exchangeable at fixed prices, both ways, against mone- 
tary certificates. There would thus be free “coinage” and free converti- 


bility of the composite of goods. Whenever the populace yearned for 
liquidity and wished to hoard money as a bearer of options, it could do 
so by turning into the central bank, in exchange for new cash, units of the 


"We cannot reasonably ask that money be a better bearer of options than a monetary 
unit of stable value would provide since, if, as a bearer of options, it were materially better 
than this, it would be ruin both in its operation as a unit of account and in abrading 
enterprise! If we are to have the same thing perform all monetary functions we must, in 
the interest of other functions, b ntent with nothing more than a non-interest bearing 
faculty of money in the be: f options function. 


* New York: McGraw-Hill Book Co.. Inc.. 1937. 
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designated composite of goods. Whenever, on other hand, the yearning 
for liquidity passed, as in the knowledge that there was no possibility of 
a falling price level it would certainly do as the money in circulation 
increased and the volume of goods on the market shrank, the populace could 
redeem its money in the composite units of goods in the reserve. This would 
have the effect, when depression threatened, of stimulating production 
for the reserve in a large sector of the economy, just as, in a small sector, 
gold mining is now stimulated in providing additions to gold reserves when 
everything else is flat. Contrariwise, releases of goods from the reserve 
would prevent anything more than a merely negligible tendency toward 
rising prices, overinvestment in specific lines, and a generally unhealthy 
boom when dishoarding of money followed an upswing in the enthusiasm 
for enterprise. 

Except for the authorization of a large fiduciary issue which, for the 
sake of elasticity, would ordinarily be far from fully utilized, the central 
bank should be required to hold a 100 per cent goods reserve against its 
liabilities. The commercial banks should, in turn, be required to maintain 
a 100 per cent reserve in central bank liabilities against their own demand 
deposit obligations.® 

Though individual price relationships under such a monetary system 
would be as flexible as ever, the price of the composite of goods in the 
monetary unit would be absolutely fixed, and I am convinced, after what 
I think is careful reflection, that this would result not only in a general 
commodity price level which would fluctuate only within a narrow horizontal 
zone but in an appropriate all-round adjustment of supply to developing 
demand and a tendency toward a steady optimum utilization of our produc- 
tive resources. It would seem that, with a stable general price level, altera- 
tions in the price relationships between individual commodities must be 
more prompt and precise, in adjustment of supply to the evolving demand 
which is causing the shift, than they could be if the price level were co- 
incidentally changing. To go into the details of these matters, however, is 
out of the question in this paper. 

In order more certainly to assure general commodity price level stability 
I should be inclined greatly to enlarge the list of commodities in the com- 
posite unit used as the monetary standard, as compared with what Mr. 
Graham, in the interest of administrative convenience, has suggested. But 
this is a matter of appraisal, resolvable, no doubt, on grounds of whatever 
might prove more generally expedient. 

A money of the proposed type would not only nullify the socially nox- 
ious influence of a high preference for liquidity in individuals, and remove 
the recurrent need for a shot in the arm of our economic system by way 

* The suggestions in this paragraph are mine, not Mr. Benjamin Graham's, but he con- 


curs in them. 
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enterprise! If we are to have the same thing perform all monetary functions we must, in 
the interest of other functions, be content with nothing more than a non-interest bearing 
faculty of money in the bearer of options function. 


* New York: McGraw-Hill Book , Inc., 1937. 
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of inflation or artificially depressed interest rates, but it would enable money 
innocuously to perform its function as a bearer of individual options and 
would establish the sole rational type of accounting unit, one that main- 
tained a stable purchasing power over goods. 

The individual's desire for liquidity is wholly legitimate and he should 
be able to gratify it whenever he pleases. With a monetary unit of assured 
stability of value this desire would in most cases vanish—though, with 
present systems, it frequently appears. Under present monetary systems, 
moreover, a general desire for liquidity cannot be gratified and the econ- 
omy goes to smash with the attempt of individuals to beat their fellows 
under the wire. Under the proposed system, the government would go in for 
illiquidity, if one wants to put it that way, pari passu with the movement 
of individuals into liquidity. The burden, if it can so be called, of illiquidity 
must be borne by someone unless production is to come to a complete stand- 
still, and there would be no appreciable cost to the government in assuming 
it. The government’s purchases, with paper certificates, of the commodity 
reserve would supplement any declining private demand for goods that 
might occur but, as the supply of money was increased and the supply of 
goods on the market was reduced, private demand relative to the evolving 
supply would rise and act as an automatic check to further government 
purchases for, and very probably reduce, the reserve. Irresistibly overriding 
the objection, if it be an objection, to the possible accumulation of a large 
reserve are the facts that such liquidity as we can now get cannot be general 
and involves a stoppage of production, whereas, under the proposed system, 
a better liquidity, with production maintained at a near optimum level, 
would be achieved. 

Other things equal, i.e., if the potential benefits of a managed currency 
can be otherwise attained without leaving much if any discretion to the 
monetary authorities, an automatic monetary standard is greatly to be pre- 
ferred to a managed standard since history has shown that discretion can 
be given to monetary authorities only at great risk of abuse. The automatism 
of the standard here proposed is therefore a great virtue especially in com- 
bination with features which seem likely to consummate all the objectives of 
monetary policy better than any managed standard can do. Under the sug- 
gested system, deflation of the price level of the goods in the standard com- 
posite unit is absolutely impossible and inflation could occur only after the 
reserve had been exhausted. The appropriate procedure, if this should 
happen, would be for the central banking authorities to borrow its money 
back and cancel it. But to prevent the necessity for this perhaps expensive 
procedure a big reserve should be accumulated. The best time to do so is, 
of course, when — is a large volume of unused productive resources, 
human and material. There seems to be little reason, as a means of stimu- 
lating employment, in issuing money in exchange for securities rather than 
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commodities, since securities are not a net social asset, their manufacture 
puts practically no labor directly in motion, and they may decline in money 
value as, under the proposed system, the commodity reserve, so far at any 
rate as it was kept in good condition, could not do. General overproduc- 
tion of the goods in the composite would be impossible just as under our 
present monetary standard it is impossible to have any general overproduc- 
tion of gold in the sense that it cannot be sold at a remunerative price. 
Such real, relative overproduction of gold as there now is, moreover, arises 
solely from the fact that gold in its present volume has very little utility as 
a want-satisfier. This would be far from true of a reserve of goods. 

The international aspects of a money of the proposed type deserve some 
attention though the importance, and especially the practicability, of stable 
exchange rates has now ceased to loom as large as it once did in the mone- 
tary picture. The exchange value of a money freely convertible, both ways, 
in a composite of goods many of which would be freely traded interna- 
tionally, could not possibly deviate very far from purchasing power parity 
howsoever computed, and this, so far as international matters are concerned, 
is about all that we can ask. 

If the currency unit suggested should bear out what seems to me its 
promise, therefore, we should be consummating all the functions of money 
much better than has ever yet been the case. The principal objections would 
seem to lie along lines of administrative convenience and cost. Of the 
administrative difficulties I have no well-founded opinion, one way or the 
other, and the cost is rather closely associated with them whatever they 
might be. It is worth-while to point out, however, that the cost of our 
present system, in worse than worthless acquisitions of gold, is very heavy, 
and that it would be difficult to find anything more forthrightly silly than 
our monetary system has now come to be. 

It is always comforting to cautious souls to find a precedent for any 
proposal. A partial precedent for this proposal may be found in Sweden, a 
country not afraid to do some thinking and acting in the field of money. 
There the Riksbank, along with other measures to maintain a stable price 
level, has used part of its holdings of gold and foreign exchange in the 
purchase, on government account, of essential raw materials for use in 
future emergencies.'° 

Those, moreover, to whom the name of David Ricardo is sacred as an 
authority on monetary matters may perhaps take courage from his state- 
ment made a century and a quarter ago, when England was still on its first 
paper standard, that “a well regulated paper currency is so great an im- 
provement ... . that I should greatly regret, if prejudice should induce us 
to return to a system of less utility. The introduction of the precious metals 


"Cf. Richard A. Lester, Monetary Experiments (Princeton, N.J.: Princeton University 
Press, 1939), p. 247. 
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for the purpose of money may with truth be considered one of the most 
important steps toward the improvement of commerce and the arts of civil- 
ized life; but it is not less true that, with the advancement of knowledge and 
science, we discover that it would be another improvement to banish them 


again from the employment to which, during a less enlightened period, 
they had been so advantageously applied.’’"* Ricardo thus recognized that 
the precious metals were not an end in themselves and was eager to replace 
them as money with something better conceived. His ideas are only now 


being put into practice. It seems highly probable that, with his strong desire 
for a unit of stable value, he would have favored a money of the type here 


proposed. 
“To know what you want and why you think that... .a [given] 
measure will help . is the first but by no means the last step towards 


intelligent .. . . reform.’’'? It is to be hoped that the lag in the application of 
fertile ideas in the monetary field has been somewhat shortened since 
Ricardo’s death in 1823 and that the state of flux in which monetary sys- 
tems are now involved will issue, at an early date, in a rationally conceived 


currency. 
" Proposals for an Economical and Secure Currency (London: John Murray, 1816), p. 24. 
*® Oliver Wendell Holmes, Collected Legal Papers (New York: Harcourt, Brace & Co.. 


1920), p. 307. 
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MONETARY POLICY AND COMMERCIAL BANK PORTFOLIOS 


By BENJAMIN HAGGOTT BECKHART 
Columbia University 


In the economic literature of the past two decades, the subject of mone- 
tary policy has been approached mainly from the point of view of its 
relationship to cyclical fluctuations in business activity. Theories have been 
advanced which ranged all the way from purely monetary explanations of 
the business cycle, and hence to purely monetary remedies, to those more 
sophisticated doctrines that endeavor to integrate real and monetary forces 
and to bridge the gap between value theory and monetary theory. 

It is commonly recognized that cyclical fluctuations of the intensity that 
have been experienced over the past 150 years will arise only in societies or- 
ganized on a pecuniary basis. The acceptance of this premise, however, 
does not commit one to a purely monetary explanation of the cycle. It simply 
leads to the conclusion that somehow, through monetary means, the am- 
plitude of cyclical fluctuations can be reduced and that somehow through 
monetary means an optimum employment of productive resources can be 
promoted. 

There is general agreement among monetary theorists that the objectives 
of monetary policy should include a reduction of cyclical amplitudes and 
a furthering of continuous maximum production at minimum real cost. This 
is as far as agreement goes. The points of difference among the doctrines 
advanced are in reality more significant than the points of similarity. There 
is disagreement concerning the role that monetary policy can play in the 
realization of these objectives, concerning the criteria that should be fol- 
lowed in policy formulation, and concerning the economic functions of com- 
mercial banks. Though there is no unanimity of agreement, scientific 
thought, relative to the interrelations of monetary policy and cyclical fluc- 
tuations, can be classified roughly into two schools—the quantitative and 
the qualitative. 

With full recognition of the fact that such classifications are always 
somewhat arbitrary, the surface difference between these two schools consists 
of the fact that the quantitative group lays emphasis on the control of 
deposit volume in promoting the objectives set forth and the qualitative 
school lays emphasis on the selective control of bank assets and in particular 
of bank loans. The former would maintain, raise, or lower deposit volume 
in accordance with various quantitative criteria such as interest rates, na- 
tional income, production, employment, prices, etc. The second school of 
thought, the qualitative,’ holds that the amplitude of cyclical fluctuations 

"Statements of the qualitative position are to be found in: William E. Dunkman, Quwali- 


tative Credit Control (New York: Columbia University Press, 1933); Melchior Palyi, 
Liquidity (Minneapolis: Minnesota Bankers Association, 1936); R. W. Robey, Purchasing 
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can be reduced and disturbing influences from the side of money and credit 
can be diminished only through a control of the quality of bank assets and 
a balancing of asset and deposit maturities on bank balance sheets. 

The qualitative school holds that a commercial bank should invest in 
long-term bonds and real estate mortgages, and should extend non-self- 
liquidating security loans only to the extent of its capital funds and savings 
deposits. Naturally, high qualitative standards must be maintained in the 
purchase of such assets. Book credits should be created on the basis of dis- 
counts of short-term commercial paper.? Only if this policy is followed, the 
qualitative school maintains, will commercial banks be protected from the 
unpredictable uncertainties of long-term business and interest rate fluctua- 
tions. Only by freeing commercial banks from such uncertainties will the 
commercial banking structure remain solvent and the deflationary destruc- 
tion of bank deposits in depressions be avoided. 

The differences between these two schools of thought are fundamental. 
They have to do with the economic functions of commercial banks, with 
the role of savings in an economy, with the proper basis of capital forma- 
tion, and with the emphasis that should be given to real as opposed to 
monetary forces. 

The qualitative approach may be thought of as microscopic or particu- 
laristic in nature as opposed to the quantitative which is macroscopic or 
general. The qualitative school holds that an understanding of the nature of 
cyclical fluctuations and a perception of the policies needed to mitigate 
cyclical amplitudes result from studying the effects of particular types of 
credit extensions and of particular loans to particular industries and com- 
panies. The structure of credit must be set against the structure of produc- 
tion. Types of credit must be related to types of use. 

Business cycle analysis, the qualitative school urges, cannot be advanced 
by reasoning in aggregates. The particulars in the structure of credit, produc- 
tion, prices, and interest rates must be given careful consideration if 
knowledge is to be advanced. Attempts on the part of the quantitative 
equation school to encompass economic processes in algebraic formulae, in 
which the various symbols stand for aggregates and conglomerate averages, 
obscure the functioning of the economy by creating an atmosphere of un- 
reality. Interdependent and interacting relationships are overlooked and, 
in consequence, single is substituted for multiple causality. 


Power (New York: Prentice-Hall, Inc., 1938); James G. Smith, “Quantitative vs. Quali- 
tative Control of Money,” The People's Money, Vol. I (1935); Caroline Whitney, Experi- 
ments in Credit Control, the Federal Reserve System (New York: Columbia University 
Press, 1934); H. Parker Willis, The Theory and Practice of Central Banking (New York: 
Harper & Brothers, 1936) 

* By short-term commercial paper is meant that made, drawn, or negotiated in the 
ordinary course of business in order to finance current requirements in connection with the 
purchase, manufacture, processing, and transportation of goods. The consummation of the 
transaction in question will provide funds for the repayment of the credit extended. 
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It is true that in its microscepic analyses and in relating the volume of 
certain types of bank credit to certain types of transactions, the qualitative 
approach partakes of a quantitative character. This volume of bank credit 
creation would be limited in amount through its relationship to certain 
types of transactions. Viewed from this particular angle, all monetary 
theorists are quantitative in their approach. The fact that there is this 
quantitative element to the qualitative school by no means weakens the 
qualitative thesis. The two approaches still remain at opposite poles. 

The qualitative school holds that the extension of credit is the province 
of the individual bank and that banks should not be used as instruments of 
national policy in the financing of governmental deficits, in the lowering 
of interest rates, or in attempts to activate business recovery. The banking 
system should not be used in the effort to overcome rigidities in costs and 
prices, nor in attempts at national economic planning. If credit extensions 
were related to short-term commercial debt and if a balanced condition held 
in the relationship between bank assets and bank liabilities, bank deposit 
creation would be adjusted and related to the flow of goods and services 
through the economy. 

In this paper, emphasis will be given to the qualitative approach and to 
the effect that monetary policy may have on commercial bank portfolios 
and to the effect in turn that changes in commercial bank portfolios them- 
selves may have as determinants of monetary policy. The propositions ad- 
vanced are not offered as a complete presentation of this school of thought 
and make no pretense at the formulation of a definitive theory. The ob- 
jective is simply that of giving emphasis to and of entreating sympathetic 
understanding of one aspect of the problem that is all too frequently ig- 
nored or neglected. 

The quantitative doctrines have taken the direction they did largely by 
reason of the widespread conviction that bank deposits were mere sub- 
stitutes for standard money. Discussions of monetary policy have stemmed 
from the price-specie flow analysis of the Ricardian theory. The causal 
sequence in price determination imputed to the standard money was in 
turn imputed to bank deposits. Inasmuch as it was held that bank deposits 
were price determining or income determining, the conclusion was quickly 
reached that the volume should be controlled by various quantitative cri- 
teria. Emphasis was placed on how much credit rather than on what type 
of credit. Discovering that increases in the quantity of bank deposits did 
not attain the ends envisaged, the quantitative school has, in recent years, 
expanded its practical program to include so-called “compensatory” gov- 
ernmental spending and control of investment credits. 

British experience is illuminating, it seems to me, for the light it throws 
on the quantitative-qualitative controversy. In this respect, the successful 
functioning of the British banking system in the half century prior to the 
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outbreak of the World War was the consequence not of the passage of the 
Peel Act of 1844, which was based upon a quantitative monetary theory 
of cyclical fluctuations, but rather was the result of, an adherance to quali- 
tative standards on the part of the joint-stock banks. Experience convinced 
British bankers that the commercial and investment functions of banks 
should be kept separate and that emphasis should be given to the self- 
liquidating character of the transactions underlying the paper accepted for 
discount. As one British banker stated, the test of a good banker was 
whether he recognized the essential differences between a bill of exchange 
and a mortgage. 

The portfolio policies of the British banks accounted in part, too, for the 
successful functioning of the international gold standard. Founded upon 
the truly liquid character of British bank portfolios, the international gold 
standard was not shaken by breakdowns in clearance or by forced liquida- 
tions in the credit structure. A liquid banking system does not need to 
liquidate. 

If banking theory had started not with a consideration of standard 
money, but rather with the use of credit in the medieval fairs, with the 
developing use of credit instruments in domestic and international trade, 
and with the structure of business, mercantile, and consumer credit, it 
would have been recognized that credit power arises from the world of 
trade. Emphasis would have been placed on the use of bank credit and the 
services rendered by banks in the directional flow of the credit volume. 
This type of analysis, it might be added, would inevitably have stressed the 
operation of real forces rather than surface phenomena. 

In addition to the doctrine that credit is a substitute for the standard 
money, the terminology conventionally employed in the field of money 
and banking encourages the general acceptance of the purely quantitative 
approach. Distorted interpretations have arisen through the fact that terms 
are used long after the justification for their employment has ceased to 
exist. Such terms as money market and monetary policy are used when 
credit market, credit or debt policies would be the more accurate. 

This concern with lags in terminology must not be taken as evidence of 
mere pedantry. The use of particular terms is of great importance in 
coloring theoretical concepts and reasoning. Employing the term monetary 
policy tends to divert attention from the strategic role that commercial 
banks play in the policies adopted. All too often, this is overlooked, and, 
in discussions of monetary policy, the reasoning jumps from a consideration 
of the particular monetary policy adopted—devaluation, silver purchases, 
or central bank open-market operations, etc.—to its alleged ultimate effect 
on prices, interest rates, income, and employment without adequate or 
complete consideration being given to the intermediate effects on the com- 
mercial banking system. As already indicated, when the effect of the 
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policies adopted upon commercial banks is considered by quantitative 
theorists, it is viewed mainly from the standpoint of changes in deposit 
totals. Any effect that the policies may have on the character and composi- 
tion of commercial bank assets and any effect, in turn, that changes in com- 
mercial bank assets may have on the objectives set forth, receive but scant 
attention. 

The currency theory of banking, in which bank deposits are given main 
consideration, is a natural result of the terminology employed. Discussions 
would be much more realistic if monetary policy were labeled credit or 
debt policy. The term credit policy would automatically direct attention to 
the asset side of bank statements. The term debt policy would possess the 
advantage of directing attention to monetary policies that are undertaken 
in order to validate a particular debt structure and in turn to the changes 
in the character and composition of the debt structure, which are the 
inevitable accompaniment of so-called “inflationary” or ‘‘reflationary’’ ac- 
tion. 

It is this emphasis on the liability side of bank statements by the quan- 
titative school that has precluded interest in commercial banking theory. 
One may search in vain in many of the recent works on r..onetary policy 
and theory for any discussion of the economic functions of commercial 
banks, or of the effect on economic fluctuations of changes in the character 
and composition of commercial bank assets, or of the need to relate com- 
mercial bank assets to types of deposit liabilities. 

This very general disregard of changes in the character and composition 
of commercial bank assets is further evidence of the attitude of this school 
of thought that credit is a homogeneous quantity. This assumption is im- 
plicit in the attempt to measure the credit volume by bank deposit liabilities. 

Here again the idea should be reiterated that, if progress is to be made, 
the analysis must be microscopic in character. The initial impact resulting 
from increases in different types of credit, in personal loans, security loans, 
investment holdings, mercantile credit, commercial credit, etc., varies 
greatly and, in consequence, the resulting economic developments take a 
different direction. Changes in the character and composition of bank port- 
folios are of consequence not only by reason of the initial impact but also 
by reason of the fact that such changes determine the degree to which 
commercial banks become involved in the hazards of long-term fluctuations. 
The longer the loan, the greater ordinarily is the risk and greater is the 
need for knowledge of future developments. 

Emphasis on the quantity of bank deposit liabilities has given rise to the 
theory of liquidity in terms of shiftability. Liquidity in the sense of the 
self-liquidating character of bona fide commercial loans has been discarded 
by some as an outmoded concept. It is claimed that in periods of declining 
business activity not even short-term self-liquidating assets retain this qual- 
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ity, despite the fact that recent statistical studies reveal that self-liquidating 
assets adjust themselves normally and naturally to a shrinking volume of 
business. And it should be added that the reduction taking place does 
not, in itself, give rise to deflationary influences, as does the reduction of 
non-self-liquidating assets, such as security loans, mortgage loans, or bank 
investments. The reduction of self-liquidating assets is the result of a busi- 
ness decline rather than the cause. 

On the other hand, the liquidation of even a small proportion of non- 
self-liquidating assets by a few banks may generate serious deflationary 
forces. The amount that can be shifted or sold with no change in price 
is very restricted. This means that bank, personal, or corporate holdings of 
such assets can be reduced in large amount, with little sacrifice of price, only 
if central banks or governmental financial agencies, through debt creations, 
stand ready to absorb the assets that are being liquidated. In doing so, these 


different financial institutions themselves become involved in the task of 
trying to maintain the volume and price of certain forms of debt. As the 
portfolio of the central bank takes on more and more the character of capital 


assets, it becomes unable to exercise any kind of control, either quantitative 
or qualitative. Only if central bank assets consist largely of self-liquidating 


paper will its credit policies be divorced from considerations of the main- 
tenance of debt values 

In relating commercial bank lending functions to the flow of goods 
through the community, the qualitative school does not look upon bank 


credit as a substitute for the standard money. Business creates its own 
medium of exchange through transactions involving the production and 


sale of goods. The function of commercial banks is simply that of recog- 
nizing, guaranteeing, and clearing certain types of credit transactions when 
requested to do so by the business community. In this fashion, credit in- 
stitutions make for what has been termed ‘‘a refined system of barter.” 
The heart of the issue centers around the kinds and types of business 
credit that should be so recognized and turned into bank deposits. The 
qualitative school concludes that only those transactions involving the flow 
of exchangeable goods through the economic system should be so con- 
verted. Credit granted in accordance with this principle is liquidated through 
economic clearance and through such liquidation is related to productive 


processes. If the credit standards imposed by banks remain the same and 
if the balance sheet position of the borrower does not change, the financing 
of an increased proportion of working capital needs, which, according to 
Mr. Robertson, might be a source of disequilibria, albeit a limited one, 
would not occur. In the making and refusing of loans, in the guaranteeing 
and generalizing of credit, the credit department becomes the heart of 
banking operations. 

Incidentally, if these principles of loan extension were adhered to, veloc- 
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ity itself, as Dr. Palyi has pointed out, will be subject to a certain measure 
of indirect control. Deposit credits resulting from business borrowings are 
used. The period over which they are used will be determined by the life of 
the loan. They do not pile up in hoards to constitute a source of potential 
inflationary danger. 

It is sometimes objected that the relating of commercial bank loans to 
working capital requirements affords no assurance that the community will 
have a sufficient volume of purchasing power in the form of bank deposits 
or that the demand for cash balances will be fully satisfied. It might be 
pointed out that how much purchasing power a community requires in 
the form of bank deposits is a topic of acute controversy among the mem- 
bers of the quantitative school itself. There is disagreement, not only as 
to the quantitative criteria to be applied in order to provide that volume 
of purchasing power, but also as to the very definition and measurement of 
purchasing power. 

Too often in trying to reach a decision as to the amount of purchasing 
power a community requires, the quantitative theorists are prone to introduce 
various assumptions in their analyses which often are more in accord with the 
writer's own predilections than with the actual economic environment. 
Assumptions are made as to the nature and causes of equilibrium, as to the 
factors determining the demand for cash balances, as to leads and lags in 
monetary behavior and economic activity, as to the effect of changes in the 
total quantity of bank deposits upon its ownership distribution, as to the 
activating effect of interest rates, as to the response of wage earners to 
changes in real and money wages, as to the response of demand and cost 
curves to “aggregate demand,” as to psychological propensities relative to 
consumption and savings, as to causality in economic sequences, and the 

ce. Naturally, assumptions must be made in theoretical analyses where 

owledge is incomplete, but the incompleteness of the foundations should 
i. recognized and, where these are incomplete, they should not be used as 

‘basis for a definitive program. 

The qualitative school holds that the quantity of purchasing power a 
ountry requires in the form of bank deposits is not something that can be 
termined mechanistically. A community creates its own purchasing 

er through the production of goods and services. Decisions as to the 
unt of such real purchasing power to be converted into bank deposits 
with the community itself, and in meeting the community’s demands 
yank deposits, the banking system must take care, as was suggested 
ler, not to involve itself in future uncertainties. This can be done only 

‘ough asset control. If through their portfolio policies banks can detach 
themselves from the hazards of the long run, these hazards will themselves 
become of lesser significance. 

The granting of non-self-liquidating loans not only involves the bank- 
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ing system in the errors of present forecasts relative to future develop- 
ments but sets forces in operation that exaggerate these errors. Miscalcu- 
lations as to future prices and costs result, and in consequence production 
is misdirected. Inefficiency and waste are engendered and cyclical fluctua- 
tions are aggravated. 

Thus in their effect on stock prices and hence on entrepreneurial ex- 
pectations, the increase in security loans in the twenties had a distorting 
effect upon business activity. Judgments became blurred relative to future 
business prospects. This or that type of business enterprise was stimulated, 
depending upon the speculative vagaries of the public. The later decline 
in stock prices and the reduction in security loans intensified the depression. 
As one authority has so well phrased it: “A credit structure built upon the 
fickle fortunes of speculation is certain to collapse, because the profits of 
speculation depend upon liquidation.’’* 

The purchase of substandard foreign bonds, the rapid growth in in- 
stallment credits and the sharp rise in the volume of finance bills in the 
acceptance market in the twenties, all of which were related to bank credit 
creations, had an inflationary effect on business activity and, in addition, 
had the effect of glossing over certain fundamental disequilibria. The 
effect of increases in American tariff rates was held in abeyance as was 
the ultimate breakdown in reparations and interallied debt payments. The 
attempt to substitute credit for true economic adjustment prolonged eco- 
nomic artificialities with the consequence that the depression was all the 
more severe and prolonged. Contemporary diagnoses of developments 
through the twenties proved correct only as these were based on qualita- 
tive analyses. Quantitative analyses proved completely misleading. 

The use of the banking system in the twenties by quantitative adherents 
to achieve certain predetermined ends has been completely dwarfed in- 
tensively and extensively by the use ‘Of banking systems in all countries in 
the thirties as instruments of national policy. In the totalitarian nations, 
bankers are no longer free to exercise their own discretion in the selection 
of loan risks. Commercial banking, in the generally accepted meaning of 
the term, has ceased to exist. Even in the United States, interest rates have 
been lowered below the levels that otherwise would rule and, in conse- 
quence, many commercial banks, in order to meet operating expenses, have 
increased their holdings of long-dated debt in the form of bonds and 
capital loans. The offsetting liability to these long-term capital assets is 
demand deposits. Banks are borrowing short and lending long, and in 
many cases loans have been granted at rates of interest scarcely high enough 
to take care of normal expected losses. The involvement of commercial 
banks in long-term interest and business fluctuations has occurred at a time 
when, by reason of the low state of bank earnings, the strengthening of 


* Woodlief Thomas, American Economic Review, March, 1935, p. 30. 
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the capital structure becomes difficult. Easy money policies were adopted 
in the first instance to activate business, but so deeply involved have many 
banks and the federal government become in these policies that cheap 
money has become an end in itself. 

It has frequently been pointed out that the coinage of capital assets into 
bank credit does not make for an optimum use of a country’s productive 
resources. Industrial mergers and amalgamations are brought about that 
are the consequence of financial rather than of industrial considerations. 
The substitution of machinery for labor, where this is possible, is stimu- 
lated. Capital-using rather than labor-using industries are favored. The 
rigidity of the price structure is intensified through the growth of long-term 
debt. 

The doctrines outlined in this paper would make changes occurring in 
commercial bank portfolios the criteria of monetary policy. A balanced 
condition should exist between short- and long-term assets and liabilities. 
Increases in book credits should be matched by increases in short-term 
commercial loans. 

Commercial bank portfolio policies are to be essentially qualitative in 
nature, and in order to insure the qualitative character of commercial bank 
lending policies, central banks will have to base their policies in part on 
quantitative considerations. This is necessary by reason of the legal rela- 
tions existing between the reserve balances of commercial banks and their 
deposit liabilities. Should commercial loans increase, the central bank 
could very well take action so that no check to the commercial loan in- 
crease will come from the side of deficient reserves. Similarly, if there is 
a sudden demand on the part of the community to change its bank deposits 
into currency, central banks likewise should adjust their policies in order 
that this can be met without causing a decline in member bank reserves, 
which otherwise will force commercial banks to alter their commercial 
loan policies. 

If, on the other hand, the increase in commercial bank portfolios takes 
the form of security loans, of mortgage loans, or of investments, matched 
on the liability side of commercial bank statements by an increase in de- 
mand deposits rather than by an increase in savings deposits, the central 
bank should follow a restrictive policy. As a final thought, gold inflows 
and outflows should not be permitted to affect the credit base to the detri- 
ment of the character, composition, and quality of bank portfolios. 

The critics of this position will reply that the ideal proposed for the 
operation and functioning of commercial banks is a far cry from reality. 
Not only are bank portfolios not in accord with the principles set forth, 
but their funds are so large and the commercial borrowing demands so 


small that they are forced to continue to add to their noncommercial as- 
sets. 
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To state that banks must invest in long-term securities by reason of the 
plethora of their funds is simply to give sanction to the misuse of the 
banking system. It must be remembered that these funds have been forced 
on the banks in consequence of the quantitative monetary policies that 
have been followed 

The decline in the commercial loan demand, itself, has resulted in large 
measure from the consequences of the easy money policies that have been 
followed. The increase in bank security loans and investment holdings in 
the twenties, as well as the federal deficits of the thirties, have relieved 
business enterprise of the need for borrowing at short term. Long-term, 
rigid, inflexible debt has been substituted for flexible, short-dated commer- 
cial loans. In their own portfolio policies, commercial banks have been 
helpless to stem the tide of the quantitative policies (active and passive) 
that have been responsible for increasing member bank excess reserves to 
unprecedented heights 

In view of the policies followed in the past, the introduction of qualita- 
tive principles at the moment would be no easy task. One would have to 
take cognizance of the present situation and plot future courses accordingly. 
So deeply involved is the banking and financial system in the quantitative 
controls followed, that readjustments will have to be gradual. 

The introduction of qualitative principles would involve the elimina- 
tion of excess reserves and the restoration of short- and long-term interest 
rates to more normal levels. It would mean a complete reliance upon sav- 
ings or taxes for the balancing of the federal budget. It would mean that 
the noncommercial assets of commercial banks would thenceforth not in- 
crease, except as these were related to savings. No check would be ad- 
ministered to increase in bona fide commercial loans. Though the transi- 
tion to the system so envisaged would involve no mean readjustments, yet, 
in my opinion, these readjustments will have to occur someday, and in 


view of present policies and likely trends and projections, they will be all 
the more severe the longer they are delayed. 

In conclusion, may I suggest that future advances in monetary theory 
and policy await a re-examination of the economic functions of commer- 
cial banks. A huge superstructure of theory, topped by recommendations 


for policy action, has been erected by the quantitative school on the basic 
premise that bank credit is but a substitute for the standard money. The 


qualitative school suggests that the premises underlying that logical super- 
structure be re-examined. The question might be asked whether monetary 
theorists have not proceeded along the wrong road and whether the high- 
way marked by the writings of Adam Smith, the doctrines of the banking 


school, and the contributions of Stephen A. Colwell do not offer more 
fruitful possibilities 
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MONETARY POLICY AND INVESTMENT 


By Howarp S. ELLtis 
University of California 


“A society .... which saves, can escape a progressive fall in income and 
investment only through the continuous development of new investment 
outlets, such as are created by technological progress, the rise of new in- 
dustries, the discovery of new resources, the opening up of new territory, and 
the growth of population”: thus writes Professor Hansen.’ In diametrical 
opposition Professor King believes that “whenever . . . new equipment 
for producing direct goods is much needed, interest and profit rates rise, 
and, as a result, we invest more and spend less. Thus adjustments in the 
direction of equilibrium are always being made. The process is automatic, 
hence economists have no occasion to worry either about lack of oppor- 
tunities for investment or about a surplus of funds awaiting investment.’’* 
It is my conviction that the truth lies between the extremes of these two 
views, that it is possible to indicate in a general way the resolution of this 
great divergence, and finally that the solution is essential for any reason- 
able monetary and economic policy. 

Let us consider first saving—I use both this term and investment in an 
ex ante sense. Now the first step in saving—even in saving by institutions 
such as life insurance companies, building and loan societies, corporations, 
savings banks, and authorities—is the accumulation of money. As matters 
stand, part of the savings get no farther: they are absorbed into hoards 
or dissipated by “attempts to hoard” for the time being. The fruition of 
saving in investment is not “automatic.” But this is not to agree with the 
Keynesian tenet that any net saving automatically decreases investment 
and income,* nor to agree with Lange that saving over an ‘“‘optimum rate” 
has these effects. The original Keynesian version of the impasse, as a 
number of critics have pointed out,® rests upon the assumption of an 
absolutely elastic schedule of liquidity preference—people are willing to 
hoard unlimited amounts of money. 

Even Lange’s more moderate version, whereby the desire to hold money 
increases with higher incomes and lower interest rates, does not give us an 
automatic impasse from either cyclical or secular angles through exceeding 

* Alvin Hansen, Full Recovery or Stagnation? (New York, 1938), p. 296. 


*Willford I. King, “Are We Suffering from Economic Maturity,” Journal of Political 
Economy, 48 (October, 1939), 5, 616. 
3 M. Keynes, The General Theory of Employment, Interest, and Money (London, 
936), p. 84. 

“Oskar Lange, “The Rate of Interest and the Optimum Propensity to Consume,” 
Economica, 5 N.S. (February, 1938), 17, 12-32. 

*Ibid., p. 19; J. R. Hicks, “Mr. Keynes and the Classics,” Econometrica, 5 (April, 1937), 


147-160; Gottfried Haberler, Prosperity and Depression, revised ed. (Geneva, 1939), pp. 
218, 246. 
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an optimum propensity to save. The optimum is said to rest upon a 
counterbalancing of two forces: the expansive force given by a fall of 
interest rates when people do not spend but instead make a part of the 
active circulation available for liquidity reserves, and a depressive force 
given to entrepreneur expectations when the demand for consumption 
goods falls off. For a theory in which all of the variables are operating 
simultaneously, the expansive force of lower interest rates involves a 
paradox: output is being expanded through the accumulation of funds 
being used neither for consumption nor investment. A truly dynamic 
theory, which dates its variables, conceives of low interest rates as an 
“expansionary tendency likely to arise during the contraction,” in Haber- 
ler’s phrase, and exercising its actual expansive force later in recovery. The 
same flaw of simultaneity or timeless variables appears in the supposed 
depressive force: current investment falls or remains low because current 
consumption is restricted. But it has been justly observed by Hansen that 
“former recoveries have typically been carried forward on a wave of new 
investment which was nof narrowly gauged by the current and immediate 
level of consumption purchases. Large, bold projects, looking far into 
the future, have typically been undertaken in the upswing period.”* Thus 
though Lange correctly holds that the demand for capital goods derives 
from consumers goods, the derivation need not be from contemporary con- 
sumption. 

While the allegedly orthodox view that savings pass automatically into 
investment cannot be maintained, neither can the doctrinaire oversaving 
view be supported that saving (either any saving or that exceeding an 
imagined optimum) automatically fails to arrive at investment or even 
reduces it. There is nothing automatic, mechanical, or functional about it 
either way. The more attention comes to be centered upon technical, psy- 
chological, and institutional factors which either facilitate or impede the 
movement of savings into investment, the more rapidly will the theoretical 
cleavage disappear. A frank, nonpartisan observer readily recognizes that, 
under sufficiently adverse circumstances, saving not only results in no invest- 


ment but actually induces contraction through hoards, attempts to hoard, 
or adverse entrepreneur expectations, but that if these obstacles can be 
reduced or removed, saving adds to the complement of capital goods. 


In the acute phases of cyclical depression the strong increase of liquidity 
preference results in a failure of savings to pass into investment. Looking 
aside for the time being from measures directed toward encouraging invest- 
ment, it may be good public policy in protracted depressions to penalize 
not only that hoarding which springs from the conversion of non-monetary 
to monetary assets (| n) but even that hoarding which comes from 


current income (saving). To generalize from the cyclical to the secular 
* Hansen, Ful] Recovery or Stagnation? p. 279; the italics are the author’s. 
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situation as to fact and policy would, however, be perilous. A progressive 
and persistent increase of the desire for liquidity, as something subjective, 
spontaneous, endogenous, and separable from the objective facts adverse 
to investment, is difficult to conceive for either private or institutional 
savers.’ Furthermore, secular increase of hoarding of this character would 
be easy to offset by an even secular increase in money.* Measures designed 
to reduce saving in what is called “‘secular stagnation” seem to ignore that, 
even with a certain leakage or loss, savings do pass into investment, and 
that investment raises incomes. Keynesians agree with orthodox theorists 
that the greater the complement of capital instruments the higher are real 
wages. Suppose that a portion of national savings slips persistently into 
hoards or that persons and institutions constantly attempt to hoard a 
portion of their savings. Would not a permanent policy of reducing savings 
spell the perpetuation of supply-reduction measures appropriate only to 
the short run, and an attempt to achieve prosperity through scarcity? 

Let us assume that the increment to investment governs the increment 
to employment. One characteristic of cyclical periods of increasing pro- 
duction, quite aside from mechanical reactions envisaged by the older 
quantity theories, is rising prices from improved anticipations. Voluntary 
saving has this superiority over expansion solely through credit creation, 
that it liberates factors without causing their prices to rise; or, alternatively, 
a given amount of credit expansion will go farther in carrying forward 
employment with the accompaniment of voluntary saving than without it. 
The driving force of increased production is certainly not saving but factors 
on the demand side to which we come in a moment; but voluntary saving 
supplies the wherewithal for expanding output in the most salutary way. 

One final observation upon savings. Recent statistical enquiries of Colin 
Clark and others establish clearly the validity of the emphasis upon income 
and not interest rates as the chief variable upon which the magnitude of 
savings depends.® This signifies by necessary counter-implication that for 
a given amount of income, savings are fairly inflexibly determined—by 
corporation practices, the distribution of income, social mores, and private 
habits. Public policies directed toward saving itself therefore impinge 
against particularly stubborn and resistant forces. Consider the present 
situation with its lethargy of investment, but with its lurking danger of 
an ultimate war boom of disastrous proportions. If the state introduces 
measures to alter the deep-seated social, economic, and political determin- 
ants of saving, may it not have to reverse its policy and attempt to teach 
corporations and private persons new habits again in a twelvemonth? Has 


"Jacob Viner, “Mr. Keynes on the Causes of Unemployment,” Quarterly Journal of 
Economics, 51 (November, 1936), 1, 152-160. 
_ ’ Gottfried Haberler, "The Interest Rate and Capital Formation,” Capital Formation and 
its Ele ments (New York: National Industrial Conference Board, 1939), pp. 126-127. 
*Colin Clark, National Income and Outlay (London, 1937). 
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not Keynes himself illustrated this absurdity in his pronouncements since 
the outbreak of war?'® Any so-called “‘secular’’ situation is apt to see some- 
thing happen; long-run or persistent inactivity may be suddenly terminated 
by cyclical developments. Savings itself is something too inflexible for suc- 
cessful manipulation. 

The middle-ground position with respect to saving would run somewhat 
as follows. Savings are neither automatically transferred to investment nor 
automatically diverted from investment. The transfer process is conditioned 
by technical, psychological, and institutional factors of great complexity, 
probably defying any functional expression. In periods of acute cyclical 
depression when saving means hoarding, it may, in particular cases, seem 
advisable to encourage consumption through doles and other measures. 
Over longer periods showing a lagging pace of investment, increasing the 
funds available for liquidity reserves would suffice to offset an indigenous 
increase of desire for liquidity per se; but if, as seems more probable, the 
obstacles inhere in the demand side, penalizing hoarding would be curing 
symptoms. Measures to reduce voluntary saving have been supported upon 
the argument that in less-than-full employment, the potential supply of 
capital cannot be the limiting factor.* But in this situation the supplies 
of all factors appear redundant; and since the historical evidence ‘seems 
to indicate that revivals have not been based upon rates of current con- 
sumption, saving cannot be charged with this redundance. Voluntary saving 
itself appears as a normal economic function, carrying advantages over 
alternative provisions for expansion; and, unless the state abrogates this 
function to itself, saving does not lend itself well to manipulation. Finally, 
nothing in this philosophy affords any apology for inequality merely for 
the sake of saving. 

Before we pass from the supply side of the problem in saving to the 
demand side in investment, it is necessary to be sure that we have in mind 
the precise character of the ailment envisaged in current discussions as 
economic maturity, stagnation, or a contracting economy. We may fall 
victim to pressing various physical or biological analogies too far, or we 
may simply be coining new synonyms for depression, bad times, crises, of 
the “dearth” of Elizabethan times. What specifically is the complaint? Is it 
chronic under-utilization of physical plant, persisting unemployment of 
labor, low interest rates, low wages and profits, low incomes generally? 
The question would, of course, not be worth asking if there were not 
confusion on the subject. Sometimes, for example, the prevalence of very 
low rates in certain segments of the money market is taken as the earmark 
of stagnation, and yet it is fairly clear that without unemployment and 
idle plant we would feel no especial concern over low interest rates. Indeed 


J. M. Keynes, New York Tir November 14, 1939, p. 5. 
™ Colin Clark, op. cit 
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in theories of equilibrium with less than full employment, low interest 
rates are the necessary requisite to reaching full employment. Again, are 
low incomes in general the complaint? Such an answer would be suggested 
by the term chronic depression, for in cyclical depression incomes are low. 
But in fact we discover stagnation attributed primarily to societies with 
large incomes, and the contemporary scene in America is thought to be 
characterized by a reasonably good level of national income. If low income 
rates do not constitute stagnation, what does? Economists of all persuasions 
would agree, I believe, that the current malady is chiefly the under-utiliza- 
tion of factors. This directs the enquiry to the demand side, and in a society 
based upon private enterprise, particularly to the demand for capital, or 
investment. 

Obstacles to investment fall into three broad categories—institutional, 
psychological, and technical.** Subsequent analysis will indicate that the 
technical obstacles are partly unreal and partly pure guesses as to the 
future; some of the psychological obstacles are unimportant, and those 
which are serious derive for the most part from institutional factors. We 
discover the very core of stagnation in rigid prices, monopoly restriction 
of output, inequality in the distribution of income, difficulties in changing 
the direction of production including adaptation to certain new, more 
“social” wants, relatively high levels of interest in some segments of the 
money market, and, finally, certain political factors—taxes which bear 
upon enterprise, tariffs and quotas, embargoes on capital movements, 
expropriation of property, and the like. It is the essence of a synthesizing 
theory, such as that advanced in these pages, to dispense with analytical 
elements upon which there prevails complete disagreement, and to utilize 
elements upon which there is fair accord. Upon this basis, the general 
oversaving thesis and the doctrine of lacking technological uses of capital 
will have to go by the boards, but the institutional elements remain as 
common ground. The term institutional must, however, be conceived 
broadly, for some of these obstacles reach deep into the foundations of 
the system of private enterprise or even, according to one school of thought, 
inevitably characterize the system. Anticipating some subsequent conclu- 
sions upon policy, I may say that the synthesizing analysis almost neces- 
sarily implies for the present situation a relatively large volume of govern- 
ment investment, though the conservative may wish to insist upon its transi- 
tional character. 

Certain marginalia seem to be in order concerning the nature of insti- 
tutional obstacles to full employment and the investment of savings. Rigid 
wages have often been said to be the very foundation of the Keynesian 


“A somewhat similar classification is employed by Gottfried Haberler, “Interest Rate and 


— Formation,” Joc. cit., pp. 123-125. Of course the classification is not “hard and 
ast. 
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system.’* This is indeed true in one sense: Keynes believes it easier as 


a matter of policy in a society with increasing productivity to allow money 
wage rates to rise and to prevent commodity prices from falling, than to 
stabilize money wages and force commodity prices down. Critics have 


generally missed the point, however, that in his analysis of equilibrium 
with less than full employment, rigid wages do not appear in the enumera- 
tion of factors responsible for the situation. For this reason the Keynesian 
theory is psychological and technological, but not, at least explicitly, insti- 
tutional. It is only necessary to work the explanation of Keynesian policy 
back into the analysis of unemployment, however, to discover its common 
ground with traditional theory. The inflexibility of wages downward when 
other prices generally are falling, or the tendency of strongly organized 
labor to a successive racheting of wage rates upward in “normal” times, 
is quite consonant with the orthodox position that, however much a les- 
sening of inequality may be desired, an advance of wages unaccompanied 
by a parallel increase of productivity will result in unemployment. 


The analysis of underemployment must incorporate not only wage 
rigidity, but it must take full account of monopoly and other price rigidities 
throughout the system. To have done this in systematic fashion constitutes 
the great superiority of Myrdal’s work on Monetary Equilibrium over the 
Keynesian systems.** As a cause of equilibrium with less than full employ- 
ment, monopoly and monopolistic price policy figure less significantly for 
their levy upon consumer real income than for their restriction of the field 
of investment. Labor, capital, and all hired resources tend to be used in 
the restricted quantities determined by marginal-revenue product and not 
marginal product.'? In view of the complete agreement of traditional 
equilibrium econon of the older theories of cyclical variation, and 
of the Keynesian-Stockholm school as to the disequilibrating effect of 
monopolistic and other rigid prices, I think it safe to ignore the contrary 
proposition that price rigidities act as “stabilizers.” Mr. Hicks succeeds 
in demonstrating only that if a commodity is initially overpriced, a rise 
of other prices may reduce disequilibrium and stay the advance of those 
other prices. He does not consider the case in which an administered price 
is too high but other prices fall,*° though it is precisely in depression of 
stagnation that m« ly influences are most nefarious! Professor Hansen, 
the leading propos f the stagnation thesis in this country, develops 

Haberler, Prospey lepression, 2nd ed., p. 235, n. 1, pp. 238-239; W. W. 
Leontief, “The Funx ' nption of Mr. Keynes’ Monetary Theory of Unemploy- 
ment,” Quarterly Jou 51 (November, 1936), 1, 192-198. 

“ Gunnar Myrdal, um (London, 1939), especially Chap. VI. 

*E. H. Chamberlin, “Monopolistic Competition and the Productivity Theory of Dis- 
tribution,” in Explora n Economics (New York, 1936), pp. 237-250. 

* J. R. Hicks, Vals d (Oxford, 1939), pp. 265-268. 
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the argument with great care against a background of inflexible prices 
and costs.** 

The second set of institutional obstacles to investment turns upon ex- 
treme inequalities in the distribution of wealth and income. Inequality of 
wealth permits to only a few the entry into productive enterprises requir- 
ing large blocks of capital; it restricts to a few the development of per- 
sonal capacities of high technical order. Consequently inequality not only 
springs from but also fosters monopoly. Inequality of income increases the 
amount of voluntary savings; if institutional obstacles interfere with the 
flow of savings into investment this aggravates difficulties. It may be noted 
that this does not constitute savings or inequality per se into the cause of 
unemployment after the fashion of Rodbertus or Keynes. Without monop- 
oly and other institutional interferences to the tansfer process, a competitive 
system endowed with a non-deflationary monetary policy would apparently 
utilize savings—perhaps not without cyclical interruptions—whether or 
not they sprang from a humane distribution of income. 

I touch briefly upon other institutional obstacles, although the potency 
of the aggregate, including price rigidities and inequality, could account 
adequately for the existing lethargy of investment. A society enjoying 
a growth of national income naturally desires to consume in new ways. 
Being comfortably ensconced in sheltered positions, monopolies do not 
in general reveal much concern about catering to new wants. This very 
immobility would tempt the innovator, the true entrepreneur in Schum- 
peter’s sense; but often the way is blocked by the necessity of formidable 
initial outlays upon the “‘selling costs” of monopolistic competition. The 
process of changing over to new types of production works against heavy 
costs, frictions, and uncertainties. Furthermore, many fields which seem to 
be indicated as genuinely corresponding to consumer or public demand 
have so social or communal a character—hospitals, or slum clearance con- 
joined with housing projects—that private enterprise has found the condi- 
tions of production and demand too complex and unusual. Many of these 
applications of capital may in the end cover the competitive “opportunity 
costs,” though the state itself for the present has to play the innovator. 
Much the same appears to be true of certain more risky channels of pro- 
duction already served by private enterprise but suffering under dispro- 
portionately high money costs in comparison with safer investments."*® 
Moody’s triple A rating may be an institution weighing heavily on unor- 
thodox but necessary economic experimenters. 

Finally it may be asked whether saving itself and the technical poten- 


" Hansen, Full Recovery or Stagnation? pp. 299-301. 


* Robert A. Gordon, ‘‘Fiscal Policy as a Factor in Stability,” The Annals of the American 
Academy of Political and Social Science (November, 1939), p. 112. 
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tialities of investment can be charged with the ruthless thwarting of enter- 
prise which prevails in the fields of foreign investments and international 
trade? Even an exponent of ‘‘Beggar-my-Neighbour Remedies for Unem- 
ployment’’ emphasizes that the conditions necessary for short-run advantages 
are complex, and that such “remedies” defeat themselves in the long run 
by provoking retaliation.’ I do not need to expatiate upon the lets and 
hindrances to investment involved in some of our domestic policies since 
these have been sufficiently exposed, frequently with suspicious zeal. 
In addition to objective or institutional, there exist also psychological 
impediments to real capital formation, but few of them arise spontaneously 
or persist independently. Particularly is this true of liquidity preference. 
Most hoarding springs not from miserliness but from insufficiently attractive 
alternatives. If, indeed, accumulation outstrips improvement, there may 
be a psychological resistance to low interest rates. But if there is no prospect 
of a reversal of the situation, few potential investors will continue the 
hunger strike; as Haberler remarks, ‘After a while even John Bull will 
become accustomed to 2 per cent or 1 per cent.”*° The same observation 


holds regarding a possible general abatement in the venturesomeness of 
entrepreneurs, particularly in large corporations through the spread of pro- 
fessional entrepreneur-manager control divorced from ownership. Eventual- 
ly the investor would be forced to a recognition of realities: that he cannot 


eat his cake in the form of conservatism and security and also have it in 
the form of the high returns to be expected only from assumption of marked 
risks. For the rest, the so-called ‘psychological impediments” are not dis- 
tinguishable from objective conditions. There is no native instinct not to 
invest, though there is the subjective reflection of difficulties engendered 
by rigid costs and prices, monopoly, and other “‘real’’ factors. 

The third set of obstacles envisaged by the theory of equilibrium with 
less-than-full employment is supposed to stem from inelasticity or lack 
of sufficient magnitude in the underlying technological schedule of capital 
productivity or efficiency. This I believe to be the weakest paragraph in 
the brief, the least eligible for a synthesizing analysis. In the first place 
productivity or efficiency pertains only to actual investment—not to saving 
which bogs down in abortive lacking, losses, hoards or attempts to hoard. 
There can be no obstacle to investment from the shape or position of the 


demand function itself at most it would mean that, if there existed an 
institutional or psychological floor to interest rates, we should reach equi- 
librium with less em loyment than we should with greater elasticity or 
magnitude in the demand for capital. Eliminating such a floor on the basis 
of the improbability of continuous absorptions into liquidity reserves,” 

Joan Rohinece, Beggar-my-Neighbour Remedies for Unemployment,” Essays in the 
Theory of Unempl yment (New York, 1937), pp. 210-231. 

* Haberler, C. i n, op. cit., p. 128 


* This point is ma th great clarity by Haberler, #bid., pp. 125-127. 
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we are bound to conclude that inelasticity or small extent in the capital 
demand function signifies only low interest rates—not idle men and ma- 
chines. Some persons in lower income brackets would suffer through reduc- 
tions in insurance and annuity benefits and the shrinkage of income from 
endowments; but in general low interest would mean a welcome reduction 
of inequality and living by owning. 

But the alleged inelasticity or limited demand from a technological angle 
is itself subject to grave doubts. Looking forward, the stagnation theorists 
have felt gloomy at the prospect of capital-saving inventions. At most this 
is merely a possibility. Why should it be a gloomy one? Laborsaving 
inventions like the linotype have sometimes resulted in a greater demand 
for labor; by the same token, capital-saving improvements may actually 
increase the demand for capital at given rates of interest. But if demand 
for capital and interest rates fall, would not the relative and absolute 
incomes of labor be increased and inequality diminished by its increased 
relative importance in production? Looking backward, the pessimists have 
observed, as in the Temporary National Economic Committee hearings on 
saving and investment,** a close correlation of national income and new 
expenditures upon mining and manufacturing equipment. Since the World 
War, it is pointed out, capital outlays have gone heavily into “‘nonbusiness”’ 
lines of production—houses, roads, and public works; but because invest- 
ment has not gone precisely into the narrow category of ‘“‘mining and 
manufacturing equipment,” even the halcyon twenties fall under the bale- 
ful characterization of stagnation prevented only by special circumstances. 
If we include these nonbusiness capital goods under investment, then the 
secular stagnation of investment is a matter of one decade, scarcely to be 
distinguished, so far as we can perceive thus far, from an unusually severe 
or prolonged cyclical movement. 

Why should umbrage fall upon nonbusiness lines of production? Man 
shall not live by blast furnaces alone. Is there anything more natural than 
that society should take its increased income in more of durable consumers 
goods, or eventually also in more non-durable consumers goods and leisure? 
Is an increase of demand for non-durable consumers goods—an increase 
in the “propensity to consume’’—a way out of stagnation, but an increase 
in demand for durable consumers goods not? The plain answer is, of course, 
that employment of labor need not depend upon investment in mining 
and manufacture. As Professor King insists, “As long as the modal family 
income in the United States is under $1,000 per year, there certainly is no 
need to conjure up wants for new and unknown products or to establish 
new industries in order to find a market for far more goods than our 
_ = Cf. Tables and Charts for Use in Hearings on Savings and Investment before the 


Temporary National Economic Committee, Securities and Exchange Commission (litho- 


printed, 1939); and the testimony of Hansen and Currie on May 16, 1939, as given in 
Releases No. $10 and $12. 
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present industries can produce.’’** Residential real estate has shown nega- 
tive net investment for nearly a decade, according to Kuznets’ figures, and 
there were even minuses in the years 1935 on.”* If we include durable 
consumers goods within the pale of investment, potential increases in the 
demand schedule for capital would appear to be very great. And if we 
include as possible destinations for increased national income also non- 
durable consumers goods and personal services, the bogey of lacking tech- 
nical applications for capital disappears.” 

The inevitable objection to this sort of argument will be that existing 
plant, having been constructed upon expectations of continued expansion 
along the old lines of population growth, etc., now suffers under a dearth 
of demand. What does it avail to point to the possibilities of profitable 
production with a totally recast orientation of outlets and physical equip- 
ment, when it is the obvious necessity that existing plant be profitably 
employed? I should heartily welcome such a response for actually it con- 
tributes to the middle-ground theory, to the truth between extremes, being 
sought for. The objection makes its contribution in abandoning the thesis 
of an ultimate or underlying lack of demand for capital goods, and by 
stressing the inappropriateness of the present supply or stock of instru- 
ments. This inappropriateness of present supply is a horse of considerably 
different color from the Keynesian lack or inelasticity of demand for 
capital. Actually the situation may be further resolved into its components. 
Part of existing instruments of a specific sort are worthless—not capital at 
all; whereas another part of less specific sort has a high potential produc- 
tivity, because the recasting of production makes heavy demands for new 
equipment. The realization of this potentiality encounters institutional 
obstacles in the narrower sense: rigid costs, monopoly inertia and restriction 
of the field of investment, disproportionate risk-loadings outside the gilt- 
edge security market, and the like. Antitrust measures and plans to increase 
the availability of credit help, no doubt; but government investment appears 
to be the most powerful weapon against monopoly prices and wages, and 
against institutional inertia in general. Whether the system of private 
enterprise is inherently impotent in the contemporary scene, whether it 


is itself an institutional obstacle, and whether the entry of government 
into investment spells socialism—these are questions which will ultimately 
find their own answers 

In concluding upon the supposed technological obstacles or lack of de- 
mand for capital, let us return to a passage quoted at the outset of these 
remarks: “A society which saves, can escape a progressive fall in in- 
come and employment only through the continuous development of new 
investment outlets, such as are created by technological progress, the rise 


King, loc. cit., Pp 


* Simon Kuznets, National Income and Capital Formation (New York, 1937), p. 48; 


National Bureau of Economic Research, Bul. 74 (July, 1939), Table I. 


* According to Keynesian terminology, anyone who employs labor invests! 
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of new industries, the discovery of new resources, the opening up of new 
territory, and the growth of population.” I disagree. A society which saves 
can escape a fall in employment and income if it can successfully cope with 
institutional obstacles; new investment outlets exist in adequate volume in 
known but unexploited techniques without the necessity of the various 
creations in the list; and I do not believe that we want those created outlets 
particularly—in some cases not at all. Technological progress! Is the crying 
need of economic society today our ineptness in making things? Is agricul- 
ture archaic, our commerce unprogressive? Granted that we generically de- 
sire to reduce production costs, here, too, we encounter frictions and institu- 
tional obstacles. Have we, for example, entirely forgotten about tech- 
nological unemployment? New industries! Is the variety and quality of our 
wares sadly limited? New resources! Do we in the United States chiefly 
suffer from an inadequacy of natural resources? Territory! Do we too need 
a Manchuria, Abyssinia, or Czechoslovakia? Growth of population! Do 
we propose to cure unemployment by encouraging the birth rate? So much 
emphasis has been laid upon the retardation of population growth rate that 
some lines written by Hicks deserve repetition: “One cannot repress the 
thought that perhaps the whole Industrial Revolution of the last two hun- 
dred years has been nothing else but a vast secular boom, largely induced 
by the unparalleled rise in population. If this is so, it would help to ex- 
plain why, as the wisest hold, it has been such a disappointing episode in 
human history.”’** I do not think it can be gainsaid that technological im- 
provement or population growth eases the savings-investment process, given 
the institutional obstacles. But the main question is: how do we want to 
mend matters? 

The economic policy based upon tne present attempt at finding a middle- 
ground truth takes up the positive contributions and rejects the extrav- 
agances in both the oversaving and classical positions. Such a policy is not 
directed toward the reduction of saving nor the conjuring up of created 
investment outlets; it is directed against those factors which both wings of 
theoretical opinion envisage as impeding the flow of saving to investment— 
price rigidities, monopoly, inequality, political obstacles to free private en- 
terprise and initiative. The philosophy is liberal in that it seeks to rehabil- 
itate and perpetuate private enterprise and competition; but it is also 
radical. In the first place, it accepts extensive government expansion into 
the field of investment as a means of breaking industrial and labor union 
monopolies and price rigidities, and as a means of launching production to 
correspond with the social wants of a relatively high-income country—into 
slum clearance, hospitals, recreational opportunities, free public education, 
and the like. In doing so, the state must seek to compete with private, com- 
petitive industry directly as little as possible, and it must avoid a ruinous 
indirect competition through failure to charge to its projects their full op- 


“Hicks, Value and Capital, p. 302, n. 1. 
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portunity costs in labor, land, and capital.** The creation of a separate cap- 
ital budget for public investments would eliminate the anomaly of charging 
capital expenditures to current income;** on the other hand, since the break- 
ing into monopoly profits might show some handsome returns upon the 
public ventures, it might be wise to record that fact also. In the second 
place, inequality of wealth and income must be vastly decreased. Invest- 
ment er a for capital and careers open to the talents must be 
widely distributed if a system is to be competitive. If business interests adopt 
an attitude of irreconcilableness, they prolong and intensify unemployment 
and sew the seed of crack-pot schemes for ‘30-Thursday,” “share the 
wealth,” or social revolution. 

The role of monetary policy in the indicated direction of public policy 
is modest but an integral part of the whole. Schemes for curing symptoms 
by penalizing the holding of cash balances will be rejected, while a policy 
of easy money is continued so long as investment lags. Since we have the 
curious cormbination of idle men and machines as a heritage from the Great 
Depression and at the same time the possibility of a war boom of large 
proportions, constant alertness to price-level movements, price differentials, 
security values, inventories, physical production, and other indices of cyclical 
variation will continue to be requisite. So far as contributing to the solu- 
tion of continued unemployment is concerned, the functions of monetary 
policy, outside the avoidance of a runaway prosperity fever, are two. The 
banking system can continue and even increase its activity in putting idle 
savings at the disposal of government investment, assuming that this in- 
vestment is animated by the purpose of breaking monopoly, cost rigidities, 
and the inertia of enterprise in directions of public demand. Action by the 
banking system in this respect is, however, clearly limited by its respon- 
sibility for cyclical developments, especially currently in view of the vol- 
ume of excess reserves. In the second place, carefully articulated plans are 
not wanting for increasing the availability of credit without heavy risk 
premia to small enterprises and second- and third-rate credit ratings—plans, 
for example, of academic specialists such as Leonard L. Watkins, of pub- 
licists such as Guy Greer, and of political economists such as Adolph A. 
Berle.*® The success of such plans depends, of course, upon a rational ar- 
ticulation with monetary policy in general, and with the investment, tax- 
ation, relief, and labor policies of the government. Promising lines of attack 
upon the persistence of unemployment and the lethargy of investment are, 
however, for the most part beyond the province of the banking system and 
the monetary authority 


“In this respect the plan of A. A. Berle falls short; cf. “A Banking System for Capital 
and Capital Credit,’” TNEC Release No. $11 (May 23, 1939), p. 14. 

* Cf. Gordon, loc. cit p. 113 

*Cf. L. L. Watkins, Commercial Banking Reform in the United States (Ann Arbor, 
Michigan: Michigan Bus s Studies, 1938) 8, 5, pp. 56-70; Guy Greer, “America’s 


Greatest Need Today,’ Harper's Magazine (December, 1939), pp. 1-13; Berle, loc. cit. 


DISCUSSION 


Ray B. WESTERFIELD: Here is a diversity ef recommendations of monetary 
policy. Several policies recommended by one speaker are rejected by another. 
Most of the policies followed by the Roosevelt Administration are rejected. There 
is little sympathy with the stagnation doctrine, with government spending on a 
long-time basis, with promoting recovery by easy money, or with giving mone- 
tary policy a dominant role in control of national economic activity. 
Probably the most striking agreement is on the desirability of reducing the role 
of the government in monetary management: Beckhart would have none of it; 
Graham would prefer an automatic monetary standard to a managed standard; 
and Ellis would restrict government activity to breaking down institutional ob- 


: stacles to the flow of savings into investment. This agreement represents a rever- 
sion from the recent propensity to load the government with monetary powers and 
; expect great accomplishment. The reversion is in line with thought in other fields 
of activity, and is perhaps born of frustration, and disillusionment, the task prov- 


ing too big and complex for simple solvent, the government having failed to act 

according to premise, or the theory underlying policies having failed to work out 

as expected. 

. To my way of thinking none of the three take sufficiently into consideration 
; the practical difficulties in the application of their recommendations under present 

- : conditions. Surely it is impossible to shift from the basis of quantitative control 

y to the basis of qualitative control, in whole or even large part. With the total 
( volume of eligible paper in the portfolios of the Federal reserve banks amounting 


“ to only 3 million dollars, out of total assets of 19 billion for the Federal reserve 
ae banks and of 74 billion for the banks of the country, and with excess cash and 
bank balances of 16 billion dollars and no likelihood of members borrowing from 
., the reserve banks in the near future, it is difficult to see how any control can 
e be exercised by qualitative considerations. To enforce the rule that banks match 
n- their total demand deposits by cash and self-liquidating paper and dispose of the 
I- non-self-liquidating loans and investments in excess of their savings deposits 
re would be ruinous to the banks. The qualitative scheme of control is too simplified 
k to match requirements. Demand deposits are not, as implied, created solely or 
s, q even largely nowadays by the loan process, and it is physically impossible to find 
“s new loans sufficient to match the deposits caused merely by gold imports. 
A. Even in more normal times the qualitative method of control has a significant 
a ; weakness in that it does not have in itself the means of discovering that an infla- 
tion is in progress. The mere test of self-liquidation ignores price change—or 
> &F self-liquidation is more assured if the trend of prices is upward. Quantitative 
k f tests must be employed to determine whether inflation is in progress and whether 
a it has reached a dangerous scale. Qualitative tests cannot be depended upon to 


anticipate inflation or maldistribution of credit as among the industries or regions, 
especially under our decentralized system of unit banks. It seems to me that credit 
control can be made effective and safe, if at all, only through happy combinations 
of the quantitative and qualitative devices. 

The proposals of Ellis are that the government intervene as much as or even 
more than at present in the investment field, that it finance its deficits as much 
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as or even more than at present through the commercial banks, assuming that this 
intervention and this u f commercial bank funds are strictly for the breaking 
down of institutional o s to the flow of savings into investment. He also 
fails to give due consideration to the practical difficulties in carrying out such a 
program. I thoroughly commend his taking a middle-ground course, rather than 
going along with the stagnationists, but how in actual practice can intervention in 
the investment field and in general industry be held strictly to the breaking down 
of monopolies of industry and labor and price rigidities and how can intervention 


be expected to withdraw when such breaking down has been accomplished ? The 
political forces driving the government deeper and permanently into intervention 
are so strong that it is difficult to believe it can be stopped this side of socialism. 
We are familiar with the last seven years of effort at breaking down alleged ob- 
stacles to the flow of savings into investment; it is doubtful whether more ob- 
stacles have not been erected than broken down. In any case, such breaking down 
is better accomplished by direct means than by the indirect way of monetary policy. 

Finally, Graham frankly states that principal objections to his proposed scheme 


of composite-stored-g init of monetary value are along lines of administra- 


tive convenience and cost, and he makes no pretense of considering them. They 
seem to me to be so big as to defeat the practicability of the scheme. 

The three speakers have also not addressed their recommendations directly to 
the problems of credit control that immediately face the country. The problem of 
idle money is considered by only one of the papers, the problem of finding loans 
and investments for an rdeveloped banking system is not touched by any of 
the three, nor is the problem of gold importation and purchase, nor the problem 
of silver purchase, nor problem of deficit financing. Surely all recommenda- 
tions of monetary policy ought to start from the conditions that exist and ought 
to aim at resolving the immediate problem, and not treat the subject as if it were 
to be applied in a vacuum or in standardized or well-fitted conditions. Whatever 
new policy is adopted must be carefully adjusted to the existing monetary situa- 
tion and a process of working out the reform must be charted. The three papers 


do little to this end 


Repvers Opie: A formidable task of selection and compression is presented 
in commenting, for tl minutes each, on three papers so pregnant with sugges- 
tion as those which we have just heard. Therefore I propose to waive further 
appreciative courtesic 1 state my comments. 

In general, all the papers exhibit welcome signs of that temperate eclecticism 
which springs from | »roper respect to other people’s ideas, which will ap- 
pear as orthodoxy to some and theoretical conservatism to others. All express or 
imply a realization of the complexity of the economic system which makes the 
problem of monetary policy so complicated; and which arouses the suspicion of 
economists regarding generalizations which cover up the complexities and point 
to simple criteria in directing monetary policy. They do not fall for that kind 
of economic reasonit h implicitly rests on the assumption of miraculous 
instantaneity in the oj on of economic forces and then pretends to lay directly 
the foundation for controlling economic processes in the real world. 

Professor Graham is heterodox in his orthodoxy: he champions the cause of a 
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constant price level as the criterion of monetary policy, using as his new weapon 
of defence one forged out of the 100 per cent reserve plan and the idea of a 
composite commodity as the money stuff—we might call it for short “‘symmodity” 
money. I have not read Benjamin Graham's book, but it looks as if Professor 
Graham turns to that plan in desperation. He is convinced that ‘‘an appropriate 
type of money will either maintain full economic activity without alterations in 
the value of the monetary unit, or that this cannot be done by any monetary 
manipulation whatever, and that the problem must be attacked by other means.” 
Symmodity money is the only kind which holds out any hope. The objections to 
it in Professor Graham’s view lie in administrative difficulties and the attendant 
costs, about which he frankly confesses his doubts. 

On the surface the administrative difficulties are appalling. I infer that Professor 
Graham would include many commodities in his list, since he would make it 
acceptable to most if not all countries. The index number problem is then upon 
us with full force. The constituents of the composite commodity would have to 
change with technical progress and shifts in tastes. Think of the complications 
involved, first, in collecting by exchange processes the desired number of units 
of the rightly constructed composite and, second, in providing for storage, de- 
livery, or earmarking. 

The problem must certainly be “attacked by other means” before we embark 
upon that revolutionary enterprise. 

Professor Beckhart hints at one point in his paper that the quantitative and the 
qualitative methods of control are not mutually exclusive, but deal with different 
aspects of the same problem. If I am right in detecting this olive branch, then I 
am sympathetic to his thesis, which I should interpret as a plea for sound banking 
—and we all admit that there is a problem of bank reform—or as a plea for 
distinguishing between, and perhaps separating in fact, the money market and 
the capital market. 

But if Professor Beckhart’s confession of agnosticism, when he says that the 
“quantity of purchasing power a country requires in the form of bank deposits 
.... [cannot] be determined mechanistically” means that we cannot usefully 
consider the problem of what the monetary authority should do to affect the total 
quantity of money in the system, then I think he goes too far. If the sole responsi- 
bility in extending credit rests with the individual bank, the central authority 
having performed its inspecting functions to ensure high quality and perhaps 
provided an information service to assist in appraising credit-worthiness, then it 
is not worth applying the name monetary policy to what is left for the central 
bank to do. The central bank would simply passively provide whatever cash base 
the public demands upon the commercial banks warranted. 

On the other hand the difference may relate merely to the use of terms. If 
monetary policy were shorn of its fascinating complexities simply to make room 
for the related concept investment policy, which would embrace all problems of 
public investment, of the budget, of interest rates and of national policy in 
general, there would be nothing to lament and perhaps a gain in clarifying ideas. 

Professor Ellis in his sober via media agrees with Professor Beckhart that 
monetary policy has a modest part to play; but he faces up to the problems which 
remain when the commercial banks have been purged. He refuses to be stampeded 


n 
)- 
y: 
e 
a- 
cy 

to 
of 
ns 

of 
om 
1a- 
tht 
ere 

er 

a- 
ers 
ted 

€S- 
her 
ism 
ap- 
of 

the 

of 
oint 
cind 
lous 
actly 
of a 


42 American Economic Association 


by the savings bogey into accepting one or two quick cures for all economic ills. 
Instead he, perhaps most of the three, emphasizes the complexities and therefore 
the organizational problems which cannot be made to vanish into thin air by a 
touch—or even a whack—of the monetary wand. I should go further than Pro- 
fessor Ellis does overtly and make out the case for increasing the production of 
social goods on its merits, not necessarily as an adjunct of monetary policy; nor 
am I sure that government expansion into the field of investment is necessary 
to break down monopolistic rigidities; but such emendations are minor. 

Professor Ellis sees the necessity of some system of costing in government 
expenditure, but he sees the impossibility of economists arguing in the light of 
history that the functions of the state should not be extended, and the impossi- 
bility of refusing to admit that these functions impinge upon and include in 
themselves monetary policy 


RAYMOND J. SAULNIER: As regards the problem of stating the aims of mone- 
tary policy several points are clearly illustrated by the foregoing papers. First, 
any attempt to state the objectives of monetary or credit policy reveals at once 
that there is not one but a whole set of objectives to be attained. Second, it is 
clear that if a given statement of policy is to be useful in an operational sense it 
must be so stated that it can be clearly seen and acted upon. No other kind of an 
objective makes any sense as a practical matter. Third, and I think this is illu- 
minating to the whole discussion of monetary policy, the fact that objectives are 
often set forth as ultimates—about the nature of which few disagree—serves to 
cover very basic differences. Finally, Professor Ellis’s paper in particular shows 
quite clearly that monetary or credit policy is considered properly only when 
viewed as part of a larger pattern of social action that runs deeply into the vitals 
of a system of private enterprise. 

Professor Beckhart and Professor Ellis agree that the ultimate objective of 
credit policy is to maximize production at minimum real costs. But as is so often 
the case the agreement goes little beyond this statement of an ultimate objective. 
According to the qualitative theory of credit control as stated by Professor Beck- 
hart, reaching this objective would require complete reliance on taxation and 
voluntary savings for what he terms a balancing of the budget, while for Profes- 
sor Ellis, correcting the under-utilization of factors requires that the government 
launch a program of investment intended to meet social wants inadequately satis- 
fied at present and by this means to make use of the ‘‘idle savings” accumulated 
in the banking system. This contrast illustrates how it is possible to agree on 
the matter of ultimate objectives and to disagree basically with regard to the 
implementation of policy. The two views involve different conceptions, not only 
of the meaning of the word savings, but also of the role of the state in human 
affairs. As Professor Beckhart uses the word savings I believe he has reference 
to the total capital account of commercial banks and other financial institutions 
plus time deposits; that is, the sum is measured by reference to bank liabilities. 
As Professor Ellis uses the term idle savings, he refers, I believe, to bank 
assets; that is, to the cash position of the banking system. Professor Ellis’s pre- 
scription calls for more government borrowing and the sale of government securi- 
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ties to the banking system, while Professor Beckhart’s position would mean a defi- 
nite retrenchment in this type of financing. 

Both of these proposed programs present special problems with which we are 
all fairly familiar. I would like, however, to comment briefly on the program 
advanced by Professor Ellis. I find myself in complete sympathy with his attempt 
to make a synthesis of the opposing views regarding the future prospects of 
private investment and the factors which govern its flow. But I am doubtful that 
any of us has yet dealt satisfactorily with the basic problem: Can we reconcile 
an increasing participation of the state as a producer in our economic system 
with what we loosely term the system of free private enterprise. In this con- 
nection it is interesting that Professor Ellis has suggested that a still unsettled 
problem of political economy is whether private enterprise is not itself an “‘insti- 
tutional obstacle” standing in the way of an appropriate flow of private investment 
and thus of income and employment. It may be true that, as Professor Ellis points 
out, this question will ultimately find its own answer but we, unfortunately, 
cannot leave the problem to the future. 

I am convinced that we cannot avoid the necessity of the program of social 
investment which Professor Ellis sponsors without a human cost that no system 
of government and hence of business enterprise could stand. It involves not a new 
departure but a broadening or widening of the already socialized sector of the 
economy. But I am also convinced that the sphere or area within which that in- 
vestment is to be projected must be clearly marked. Within that area it may be 
possible for the program of social investment to direct pressures against price and 
cost rigidities and thus act to free the flow of private capital. However, the 
ethcacy of this device for raising investment demand rests, in turn, as a long-run 
problem, on our ability to direct social investment into uses that will not them- 
selves serve as obstacles to the flow of private investment. Finally it is becoming 
increasingly clear that unless taxation and labor policies, in particular, are har- 


monized with public investment policy, the latter can do but little to promote a 
higher level of private investment. 
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ECONOMIC ISSUES IN SOCIAL SECURITY POLICY 


THE IMPACT OF SOCIAL SECURITY LEGISLATION UPON MOBILITY 
AND ENTERPRISE 


By SUMNER H. SLICHTER 
Harvard University 


I 


By the mobility of labor I mean the willingness and the ability of labor 
to move from one employer to another, one place to another, or one occupa- 
tion to another in response to changes in the demand for labor. Mobility 
must be distinguished from movement because much movement is initiated 
by the employer through layoffs.1 Some movement is necessary in order to 
achieve an optimum distribution of resources, but movement in excess of 
this amount is wasteful.? When people wonder about the effects of social 
security legislation upon mobility of labor, they are usually fearful that 
social security will prevent the movement from reaching the optimum 
amount. The probable effects of the social security program upon mobility 
must be analyzed in the light of the amounts and kinds of mobility in the 
American labor market and of the conditions which determine mobility. 

The American labor market is only beginning to be explored. Neverthe- 
less, I feel safe in asserting six propositions concerning the mobility of 
labor: (1) the majority of the working population are relatively stable and 
do little moving either between employers or places and probably between 
occupations; (2) the amount of movement in the labor market is large, 
and, indeed, is much larger than is generally suspected; (3) the amount of 
movement from employer to employer and from place to place is declining; 
(4) the character of movement has been changing from a voluntary to a 
forced movement; (5) the obstacles to movement between employers are 
increasing; (6) changes in managerial policy and the spread of unionism 
are tending to increase the proportion of layoffs that are temporary rather 
than permanent, to reduce the proportion of casual work, and to sharpen 
the distinction between regular and temporary employers. 

Twenty-five years ago, when labor turnover was first studied, most em- 
ployers thought that it was of negligible importance, despite the fact that 
it turned out to be about 100 per cent a year. The employers were misled 
by the concentration of turnover among a small part of the force—usually 
one fourth or less. Although the number of separations might be as large 
as the force itself, from two thirds to three fourths of the names on the 

* Hence increases an ses in movement do not necessarily mean increases or de- 
creases in willingness lity to move 

? Movement of both ca | labor is, of course, necessary in amounts determined by the 


relative costs of movin Movement is to some extent necessary in order to develop 
men. 
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pay roll at the beginning of the year would be there at the end. Today the 
nation suffers from the same optical illusion. It still seems to be true that 
in any given plant from two thirds to three fourths of the employees do 
not move in the course of a year. The prevalence of geographical stability 
is suggested by the Michigan study of mobility which indicates that during 
the fifty-seven month period from April, 1930, to January, 1935, 87.1 
per cent of the workers did not make the kind of geographical change de- 
fined as movement for purposes of the study.® 

Despite the fact that the great majority of the workers do not move, the 
amount of movement is large—much larger than most people have sup- 
posed. Evidence is found in the figures on business births and deaths, in 
the labor turnover figures, in the large movement between agricultural and 
nonagricultural pursuits, and in the large number of account numbers issued 
by the social security administration. Business births and deaths run each 
about 400,000 a year. Many of them represent merely a change in owner- 
ship, but special studies indicate that there are about 200,000 births of new 
going concerns each year and almost the same number of deaths. The av- 
erage number of employees in the 2,000,000 nonagricultural enterprises is 
between thirteen and fourteen. It is probable that the infant concerns and 
also the dying concerns have less than the average number of employees. If 
we assume that the average dying concern has less than half the average 
number of employees, say about five, 200,000 deaths would produce 
1,000,000 terminations a year. If new concerns on the average have four 
employees at the end of the first year, they would represent the employ- 
ment of about 800,000 persons.* The separation rate in manufacturing in- 
dustries in 1936 was 40.35 per cent, in 1937, 53.11 per cent, and in 1938, 
i9.22 per cent. As temporary layoffs are not ordinarily included in separa- 
tions, these figures represent terminations of employment with the enter- 
prise. The movements of labor between agricultural and nonagricultural 
pursuits are not accurately known but appear to be large. Woytinsky esti- 
mates that the number of farmers working in nonagricultural pursuits 
teaches a peak of about a million and a half at the turn of the year and that 
the seasonal demand for hired help by farmers rises in July to nearly a mil- 

* Monthly Labor Review, April, 1939, pp. 789-802. 

A person was considered to have made a move whenever his work history showed a 
change between communities under one of the following circumstances: (1) between places 
of work, when the person was employed both before and after moving, (2) between places 
of residence, when the person was unemployed both before and after moving, or (3) 
between place of work and place of residence, when the person was employed at one end 
of the move and unemployed or not seeking work at the other, provided in this case that 
the move was longer than between adjoining counties. This restriction was adopted because 
short-distance moves between employment and unemployment were usually of the “com- 
nye a which did not involve a definite transfer of workers from one labor market 


“Concerns which die are likely to have a considerable shrinkage of employment for 
several years before their death. Likewise, some new enterprises grow rapidly for the first 
tew years. Of course, a very large proportion of concerns have a life of less than a year. 
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lion and a half over the level of January and February. The number of ac- 
count numbers issued by the social security administration is about 60 per 
cent greater than the number of persons employed in the covered industries.° 
Allowance must be made for the fact that many account numbers have been 
issued to unemployed persons, that many holders of account numbers have 
retired or died, and that a few duplicate account numbers were issued. 
Nevertheless, Woytinsky estimates that during 1937 and 1938, 9,600,000 
persons who usually work in employment not covered by the old age pen- 
sion tax were engaged at least part of the time in covered employments.’ 
This does not include the persons who receive temporary or intermittent 
work entirely within covered employments. Probably one fourth of the 
country’s labor force in any one year works for more than one employer. 
Many of these workers are employed in more than one industry. Lack of 
definite information about who these workers are and what is the pattern 
of their employment is a most serious gap in our information about the 
labor market. 

The amount of movement from employer to employer and probably from 
place to place is declining. Before the war, separation rates of 100 per cent 
were normal. In 1920, ayia in manufacturing started to decline. By 
1929, the rate was less than half the level of 1920.8 During recent years the 
changes in the total separation rate have been moderate, but the general 
drift has been downward with the rate for 1937 definitely below 1930. 
Evidence of changes in the amount of movement from place to place over 
time is scanty. There are several types of geographical movement and they 
may not be changing in the same direction. However, the estimates of the 
Department of Agriculture show a decline in the farm-city movement from 
10.8 millions in the five years ending in 1928 to 5.6 millions in the five 
years ending in 1938, and in the city-farm movement from 7.7 millions in 
the first period to 3.9 millions in the second.® 

Not only is the amount of movement declining, but its character has 
changed during the last ten years from predominantly voluntary to pre- 
dominantly involuntary. This change does not go back beyond 1929, and 
it remains to be seen whether it is the result of temporary conditions. Until 
1929, the turnover reports of the Metropolitan Life Insurance Company 
showed that over 70 per cent of the separations were resignations. Layoffs 
constituted about 15 per cent, and discharges about 13 per cent. In 1936, 


5 W. S. Woytinsky, Seasonal Var ns in Employment in the United States, p. 95. 

* At the end of 1939, 47,50 account numbers had been issued. The number of per- 
sons whose usual employment is in the covered industries was about 27,500,000 at the end 
of 1938, and about 28,500,000 at the end « of 193 ie 

ae. S: Woytinsky, a at n Empl t Covered by the Federal Old-Age In- 
surance Program, p. 

® Monthly Labor Rive Ww, July 1929, pp. 64-65. 
* These are movements of persons, not necessarily workers, but the movement of workers 


may be expected to be roughly proportionate to the movement of persons. 


_ 
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61.2 per cent of the separations were layoffs, in 1937, 67.3 per cent, in 
1938, 82.2 per cent. In 1937, scarcely one out of four of the quits was a 
resignation, and in 1938, scarcely one out of seven.’® Layoff rates today 
appear to be higher than before the war or before the depression. The rea- 
son in the main is the drop in the resignation rate which prevents employers 
from letting resignations produce adjustments in the size of the force. 

In some respects movement is easier today than ever before. The automo- 
bile and the greatly improved public employment offices facilitate movement 
both between employers and places. On balance, however, the obstacles to 
movement seem to be increasing. The greatest change in recent years has 
been the spread of union rules governing layoffs and to a less extent hiring. 
Equal-division-of-work rules discourage involuntary movement because they 
limit layoffs. But equal-division-of-work rules also reduce the number of 
hirings and this discourages resignations. Seniority rules discourage resig- 
nations because new employees in a plant must start at the bottom of the 
seniority list. Furthermore, when the seniority rule provides, as it often 
does, that workers with seniority status shall be given preference in hiring, 
it discourages the movement of workers who have been laid off. The de- 
pression has greatly stimulated the interest of workers in protecting them- 
selves against layoffs. Among several hundred union agreements negotiated 
between 1923 and 1929 only about one out of three contained regulations 
of layoffs. Among another group of several hundred agreements negotiated 
since 1933, two out of three regulated layoffs." 

When a seniority rule provides that the workers laid off shall be rehired, 
if qualified, before other persons are engaged, it has the effect of convert- 
ing permanent layoffs into temporary ones.1* Whenever a union imposes 
an equal-division-of-work rule it is necessary to define clearly the persons 
who are entitled to share in the work. This brings about a sharp distinction 
between temporary and permanent workers. A seniority rule has the same 
effect because temporary workers are usually denied seniority status, espe- 
cially with respect to rehiring. Sometimes a closed shop sharpens the dis- 

"Deaths and retirements (the latter not always entirely voluntary) are included in 


resignations. The resignation rates in manufacturing are today only one fifth to one tenth 
of the prewar resignation rates. 

"The experience of union officials confirms these statistics. An international officer in 
one of the paper unions says: ‘““When we first began to sign agreements with paper manu- 
facturers, seniority was not much of an issue. However, since the depression, this question 
of seniority seems to loom larger in the workers’ minds than anything else. It is very diff- 
cult to write a satisfactory seniority clause in a trade agreement. As a matter of fact, if 
employers would agree to let us write our own seniority clause, I do not believe the union 
could write a clause that would be satisfactory to all our members.” 

A high official for many years in one of the unions of the glass industry says: “I have 
been in the glass industry for over a generation and never once had to work under the 
seniority rule. That came into the trade union movement after I had given up active work 
in the glass factory. When getting around the country I find that this is the paramount 
question in local meetings. It seems to overshadow all other questions before the group.” 


“Such a rule may attach a large number of persons to a plant in hope of sometime 
being rehired. 
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tinction between regular and temporary employees because the union may 
not require that ~_ ofary heap. Bh yyees be members. The general tendency of 
trade agreements, therefore, seems to be (1) to reduce the proportion of 
permanent layoffs, (2) to apres the amount of work done by temporary 
workers, and (3) to sharpen the distinction between regular and temporary 
workers. It is not clear, at this stage of development, that union layoff and 
hiring policies cause an excessive number of men to be attached to union 
plants or industries. Probably they do. 


II 


It is against this general setting that we must appraise the effect of the 
social security program upon the mobility of labor. We must consider sep- 
arately the effects of (1) pensions, (2) unemployment compensation, and 
(3) relief. 

The pension plan will tend to encourage mobility. In the first place, it 
will lead to retirements at an earlier age and the vacancies thus created 
stimulate movement.'* In the second place, it will permit employees to 
move from one employer to another without losing pension rights. Prac- 
tically all of the priv ate pension plans which sprouted so luxuriantly during 
the twenties and in the early part of the depression were carefully designed 
to discourage movement. The man who left lost all of the employer’s con- 
tribution and in some instances his own. Private pension plans will continue 
to supplement the public pension plans for some years to come and they 
will tend to discourage movement. Their effect, however, will be limited by 
the public pension plan 

The brief experience with state unemployment compensation schemes 
indicates that their effect upon mobility will be small. Experience rating will 
cause the conversion of some intermittent or casual employment into reg- 


ular employment.’* This will reduce the amount of movement but not the 
willingness to move. Some of the unemployment compensation acts give 
employers an incentive to spread work rather than to make layoffs. This 
will reduce involuntary movement and indirectly voluntary movement. 
There are two princip al reasons for concluding that unemployment com- 
pensation will have little effect upon mobility. One is that most of the men 
who qualify for benefits are in the stable rather than the mobile group of 
employees. The provision cerning qualifications vary. Of the states 
specifying definite minimum « pares during a specified base period 
(usually the — year), only seven put it below $200," and of the 

*In a majority of cases this movement is a forced rather than a voluntary one. The 
employer feels able to ret urlier because the men are provided for by pensions. 
This, indeed, has always been f the principal arguments used by insurance companies 
in selling pension plans to 

“This will not be true, | r, if the layoff of workers who have not qualified for 
benefits is not counted in measuring experience. 

* Rhode Island, $100; Delaware, $125; South Dakota, $126; North Carolina, $130; 


Idaho, $140; and Maine, $144 
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states requiring earnings of a given multiple of weekly benefits only four- 
teen require earnings of less than twenty-four weeks’ benefits.’* A large part 
of the people who constitute the mobile part of the working force will not 
qualify for many weeks’ benefits.’ Sample studies of the people who are 
receiving unemployment benefits indicate that they do not ordinarily suffer 
long periods of unemployment and that few of them have ever been on 
relief. Many of them have only been temporarily laid off, they have not lost 
their check numbers, and they have not lost their jobs. They do not expect 
to move and they would not move even if they did not receive unemploy- 
ment benefits, because although they may not have work, they still have 
jobs. It is this fact rather than the receipt or nonreceipt of unemployment 
benefits which determines their willingness to move. As indicated above, 
union policy is increasing the number of persons in this class because unions 
endeavor to replace permanent layoffs with temporary ones and to give 
people who have been laid off a right to re-employment before outsiders are 
engaged. 

Another reason why unemployment benefits are not likely to have great 
effect upon mobility is that they are paid for only a few weeks—fifteen or 
sixteen in most states. Even if they were paid for twenty-six weeks, the 
effect on mobility would be small.’* With the end of his benefits never far 


* Pennsylvania, thirteen; Arizona, fourteen; Iowa, fifteen; and Alabama, Arkansas, 
Georgia, Kansas, Louisiana, Mississippi, Missouri, Nevada, New Jersey, Oklahoma, Vir- 
ginia, sixteen. 
Three jurisdictions require a specified number of weeks of employment: Wisconsin, over 
four; District of Columbia, thirteen out of the fifty-two ending with the last week of 
employment; and Ohio, twenty in the base year. 
“Unfortunately there are no figures available on the number of persons laid off who 
lack sufficient employment or earnings to qualify for benefits. Indeed, the total number of 
layoffs in covered employments is not known because there are many layoffs for which 
claims are not presented. In manufacturing, the layoff rate during the first ten months of 
1939 was running at the annual rate of 26.45 per hundred employees, a rate probably 20 
per cent higher than in nonmanufacturing industries. If Massachusetts experience is repre- 
sentative, there were about 6.5 million (permanent) layoffs in covered employment during 
1939. Temporary layoffs are not included in the turnover figures and are more difficult to 
stimate. The unemployment census of April, 1930, found one temporary layoff to every 3.2 
permanent layoffs. This ratio may not be typical as the proportion is likely to vary with con- 
litions in the labor market and even with the season of the year. I suspect that in April, 
1930, the proportion of permanent layoffs was unusually high. If we assume, however, that 
the ratio 1 to 3.2 is fairly typical, the total number of layoffs, both temporary and permanent, 
in covered industries in 1939 was approximately 8.5 millions. Returns for three quar- 
ters of 1939 indicate that the number of layoffs in which unemployment compensation was 
paid would be about 5.7 millions for the entire year. Apparently, there were about 2.8 
million layoffs in covered industries in which no unemployment benefits were paid. In 
some of these cases the workers had sufficient wage or employment credits, but failed to 
draw benefits because they obtained employment before the expiration of the waiting 
period. In other cases the workers failed to obtain benefits because they lacked sufficient 
wage or employment credits. It is unfortunate that we do not know the number of em- 
ployees who fall in each of these two classes. All that we know is that there was a number 
of claims disallowed because of insufficient wage credits. During the first three quarters 
of 1939, about 10 per cent of the claims from workers who had wage credits in covered 
employment was disallowed because of insufficient wage credits. In the first quarter the 
percentage was 12.2, in the second, 8.7, in the third, 9.4. 

“In Great Britain, for example, where a twenty-six weeks’ benefit is paid, it is the 
relief program rather than unemployment insurance which affects mobility. M. B. Gilson, 
Unemployment Insurance in Great Britain, p. 204. 
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away, a worker is not likely to neglect hunting for employment. It is sig- 
nificant that in England only about one out of four vacancies is filled by 
the public employment offices; most of the men get their own jobs.?* Un- 
doubtedly, unemployment benefits will cause the unemployed worker to be 
more particular about the job he accepts and thus may extend somewhat the 
average period of unemployment.*° Unemployment benefits may discourage 
long-distance movement of workers in search of work. It is not likely, how- 
ever, to discourage the kind of search which a man can now make in his 
car without failing to report at his local public employment office once a 
week. Furthermore, it should be observed that in the past there has been 
much aimless wandering by the unemployed and that this should be dis- 
couraged. The transfer of men over great distances should be made by the 
public employment offices in response to requisitions which cannot be filled 
in the local market. 

3. The main impact of the social security program upon the mobility of 
labor will occur in connection with relief. Persons on relief seem to be 
more mobile than persons not on relief.2* This does not mean that relief 
usually encourages mobility. Indeed, it probably does the opposite, but re- 
lief is most likely to affect the workers who do not belong to the regular 
working force and who do the most moving—not because of preference 
but because of necessity.?? Up to the moment, the effect of relief upon the 
mobility of labor has not been tested. It can be tested only by a substantial 
increase in the number of jobs. The effect may be expected to vary with the 
type of labor. Among the 53,000,000 or 54,000,000 persons who constitute 
the would-be gainfully employed, there are great variations in employ- 
ability. Perhaps 10 or 15 per cent have a very high degree of employability 
and another 10 to 15 per cent a very low degree of employability. Among 
the 5,000,000 persons of low employability, the effect of relief upon mobil- 
ity will undoubtedly be great. Payments of $50 a month for twelve months 
in the year would give prob ably most of these persons more than they 
would earn in industry. 


* The public offices have been endeavoring for some years to increase the proportion of 
vacancies which they fill and with moderate success. In 1926, the proportion filled by the 
public employment offices was about 18 per cent. In 1932, it was 21.2 per cent; in 1933, 
26.6 per cent; in 1934, 24.8 per cent; _ in 1935, 26.9 per cent. Cornelia M. Anderson, 
“British Employment Exchanges,’ H re d Business Review, XVI, 96. 

* Even in bad years, there is a considerable amount of hiring. In both 1931 and 1932, 
for example, the number of hirings by manufacturing establishments included in the sample 
of the Bureau of Labor Statistics, was over three fourths as large as the number of separa- 
tions. In 1931, the monthly accession rate was 3.05 per 100 employees on the pay roll, 
and the separation rate, 4.03; in 1932, the monthly accession rate was 3.32 per 100 em- 
ployees, and the separatic 4.33 

*!The Michigan study of 149,379 w rkers showed that 13,621, or 10.9 per cent, of 
131,532 not on relief made a geographical move during the period under study and that 
4,226, or 17.2 . cent, of the 2 1,589 workers on relief made a move. (Monthly Labor 


Review, January, 1939, XLVIII, 16-24.) Th 1e same conclusion was reached by C. E. Lively 
and C, Taeuber in their study Rural Migration in the United States, pp. 116-118. 

* There are some cases in which relief definitely does encourage mobility, but the kind 
of mobility it fosters is not necessarily desirable. Relief is likely to encourage movement in 
the direction of relief opportunity rather than in the direction of employment opportunity. 
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Of course, the persons on relief, particularly work relief, do not neces- 
sarily consist of the least efficient 10 per cent of the would-be gainfully 
employed. The longer the relief program is in operation, however, the 
more completely its rolls will consist of persons of low employability. Even 
during the worst of the depression the re-employment rate among persons 
with a year or less of unemployment seems to have been about 40 per cent 
among males and even higher among females.?* Each time someone leaves 
relief there is a chance that he will be replaced by a person of low employ- 
ability. No one knows what the chance is. At any rate, if separations from 
the relief rolls frequently mean the addition of a person of low employ- 
ability, the relief rolls will more and more consist of persons for whose 
services industry cannot hope to compete with relief.** In other words, 
precisely the reverse process goes on among the unemployed as goes on in 
industry. Just as employers by constantly sifting the employed gradually 
build up a better selected force, so the same process of selection and rejec- 
tions gradually converts the unemployed more and more completely to a 
group of low employability. This is how the “hard core” of unemployment 
is created.® 

Not only will relief compete effectively with industry for the services of 
several million of the least employables, but it will hold many thousands 
of persons in regions where employment opportunities are low, unless op- 
erated to encourage movement. The great migrations of human history have 
been a mixture of pushes and pulls. The strongest push areas in the United 
States seem to be the Southern Appalachians, the cutover lands, the cotton 
areas of the Southeast, the dust bowl. There are, however, many cities 

* See forthcoming study by W. S. Woytinsky on this point. 

“Among the unemployed in Philadelphia, according to the samples collected by the 


Industrial Research Department of the Wharton School and the Works Progress Admin- 
istration, the percentages unemployed for three years or more increased as follows: 


Males Females 
1931 2.8 1.8 
1932 3.3 2.2 
1933 7.9 4.9 
1935 34.9 19.6 
1936 34.4 27.3 
1937 37.7 26.1 
1938 17.5 


“A hard core of unemployment is bound to be created in any period of unemployment 

long enough to permit the segregation of the least employables among the unemployed. 
When the volume of employment fluctuates at only slightly below the labor supply (in 
other —— when unemployment is low) the persons of low employability are not effectively 
Segregated. 
_ Congress has attempted to deal with the problem of the hard core of unemployment in so 
tar as the WPA is concerned by requiring that persons employed continuously on WPA 
tor eighteen months be dropped for at least a month. It is not clear that this is a wise 
approach to the problem. Possibly the objective of public policy should be, not to keep 
persons of low employability off WPA, but to take care of them there. That may be 
precisely the place for them. Certainly work relief is not a good device for taking care of 
persons whose employability is high and whose unemployment, therefore, is likely to be 
very short; it is a more appropriate device for taking care of those whose employability is 
so low that they have slight chance of getting work again in private industry. 


t 


of mobility it fosters is not necessarily desirable. Relief is likely to encourage movement in 
the direction of relief opportunity rather than in the direction of employment opportunity. 
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which are push areas. Relief may be administered to offset the pushes of 
these unfavorable environments and to cause people to remain where em- 
ployment opportunities are poorest. Or it may be used to create movement 
among those best fitted to move and to encourage the growth of a sub- 
sistence economy among the persons who are not fitted to move. 

Will not the tendency of relief to keep persons of low employability out 
of industry and to hold present inhabitants in regions of meager employ- 
ment opportunities be broken by the first pronounced boom in business? A 
substantial growth of employment would undoubtedly produce an appre- 
ciable reduction of even the long-term unemployed. I venture the predic- 
tion, however, that the percentage of the population between the ages of 
sixteen and forty-five actually at work in gainful nonagricultural employ- 
ment may expand above the level of the twenties while leaving half or 
more of the 5,000,000 least employable on relief. The actual result will 
depend partly upon the wage policies of the country. The United States, 
however, has enormous reserves of labor not only among the unemployed, 
but also among the nonemployed; that is, women and young people who 
are not working and not seeking work. In addition, there are at least 
2,000,000 persons attached to agriculture at a low intensity of employment 
who could easily be drawn into nonagricultural pursuits. Industry will draw 
heavily upon the nonemployed and upon agricultural workers before te- 
hiring the least employable among the unemployed. 


Who will bear the cost of the social security program and how will the 
program affect the wages, enterprise, and employment? As the cost for 
some years will be met by the pay roll tax, an inquiry into the incidence 
of the program requires an analysis of the incidence of the pay roll tax. 
The effects in the short-run (too short to permit the capital of industry to 
be adjusted to changes in the prospect for profits) must be distinguished 
from the long-run effects. 

It is assumed that the price of labor is too sticky to be immediately af- 
fected by a tax on pay rolls. In that event the incidence of the tax in the 
short run is dispersed in several directions. Since the marginal costs of 
existing plants in the short run consist of labor and raw materials, an in- 
crease in the price of one causes the demand curve of the other to move to 
the left.2* Hence, part of the pay roll tax in the short run falls on the sup- 
pliers of raw materials. The rise in marginal costs produces an advance in 


* This point is important also in judging the consequences of wage cuts in times of 
depression. Even if the demand for labor in the short run is inelastic, wage reductions, by 
moving the demand curve for raw materials to the right, may cause an increase in disburse- 


ments by business enterprises. Since raw materials are largely produced by a group (farmers) 
who have even a lower income level than industrial workers, wage reductions may increase 
low-bracket consumer incomes even in those cases where the plant demand for labor is 


inelastic. 
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the prices of finished goods so that the cost falls partly on consumers. The 
rise in the price also limits the quantity sold which means that labor bears 
part of the cost in the form of less employment. The rise in labor costs and 
the limitation of the quantity sold means that profits are reduced and that 
capital bears part of the cost. 

In the long run the effect of the pension and unemployment compensa- 
tion schemes upon enterprise must be judged by the relationship between 
the benefit disbursements and the collections under the pay roll tax, be- 
cause the noninsurance schemes (such as old age assistance, aid to dependent 
children and the blind) must be financed out of the general budget. But 
since the pay roll tax and the relief schemes were made effective by the same 
act of Congress, it is more realistic to appraise the immediate effects of the 
act by considering it as a whole! From the beginning of 1937 to the middle 
of 1939, tax collections and benefit payments under the Social Security Act 
were as follows: 

Pension and 


unemployment Excess of 
benefit Other” receipts over / 
Collections* payments payments payments 
(millions) (millions) (millions) (millions) 
1937 $1,184 $ 3 $ 383 $ 798 
1938 1,316 404 495 417 ) 
1939 (first half) 755 237 273 245 
$3,255 $644 $1,151 $1,460 


* Includes collections under state unemployment insurance schemes of $586.5 million. 

Includes old age assistance, aid to dependent children, aid to the blind. 

During 1937 collections exceeded disbursements by 798 million dollars. 
Perhaps not more than half of the excess of collections over payments, how- 
ever, fell upon profits and of this perhaps between 300 and 350 million 
dollars fell upon corporate profits.27 This was equivalent to an increase of 
one third of the federal corporate income tax. As corporate profits in 1937 
were 3.9 billion dollars, the effect upon profits was moderate. The pay roll 
taxes had no direct relationship to the downturn in the spring of 1937, 
but they were an important factor in preventing profits in 1937 from rising 
above 1936 and so they must have materially restrained the vigor of the 
expansion.** In 1938, the excess of receipts over expenditures was only 
417 million dollars, but the effect on enterprise may have been more serious 
than in 1937. Returns from 167 large companies indicate that profits were 
less than half the level of 1937. Thus they may have been about 1.8 bil- 

* This guess may be too low as there was considerable resistance by consumers to higher 
prices. On this point see my paper, “Corporate Price Policies as a Factor in the Recent 
Business Recession,” Proceedings of the Academy of Political Science, January, 1939. 

* Even in 1937, the best year of the recovery, corporate profits were low—42.3 per cent 
below 1926, when gross corporate income was virtually the same as in 1937. In fact, only 


two out of five corporations made money in 1937 as against three out of five in 1926. 


Perhaps it is true that when profits are very low, the influence of any encroachment upon 
them is magnified. 
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lion dollars. If half of the excess of collections over receipts fell on profits, 
the net income of corporations would have been cut by 10 per cent. Such 
a cut may well have materially affected investment policy and substantially 
accentuated the depression. 

More serious was the effect of social security taxes upon the railroads, 
because the roads cannot even temporarily pass on higher costs in the form 
of higher prices. During the year 1937, the net cost of social security to the 
roads was about 76 million dollars and their net profits were 98 millions. 
In 1937, therefore, social security cut the profits of the roads by nearly 44 
per cent. In 1938, the roads had a deficit of 124 million dollars and the 
net cost of social security to them was 67 millions. In this year social secur- 
ity was responsible for 54 per cent of the deficit.?® It is evident that social 
security taxes add greatly to the difficulties of this grievously depressed in- 
dustry. 

IV 


Who will bear the pay roll taxes in the long run? Three principal the- 
ories have been suggested. One is that the tax will produce higher prices 
so that all nonrecipients of benefits, in their capacity of consumers, will 
bear it. A second is that the social security program, by producing forced 
saving, will reduce the rate of interest, especially during the next twenty 
years. To that extent the cost would fall on owners of capital. A third theory 
is that the tax will move the demand curve for labor to the left so that the 
burden will fall on labor. 

What is the possibility that the tax on pay rolls will produce higher 
prices and thus fall largely upon consumers? Keynes and others have argued 
that, given proper monetary policies, a rise in marginal costs will raise prices 
rather than reduce output. Higher prices presuppose either an expansion of 
demand deposits or a rise in their velocity. The demand for demand de- 
posits and the willingness to spend them depends upon the outlook for 
profits and the scale of operations that businessmen plan as a result. Until 
an increase in expenditures occurs to raise prices, the advance in marginal 
cost must be regarded as reducing the marginal efficiency of capital and 
causing the demand curve for short-term loans to move to the left. Because 
the demand for short-term loans is inelastic, it is not practical to reduce 
their supply price sufficiently to prevent the shift in the demand curve 
from reducing the volume of demand deposits. It is even more difficult by 


* The Railway Pension Act of 1937 provided that persons on the pension rolls of the 
railroads should be transferred to the public pension scheme beginning July 1, 1937. As 
a result, the roads were relieved of pension payments to about 54,000 employees who had 
been receiving on the average slightly more than fifty dollars a month. The saving to the 
roads during the second half of 1937 was slightly more than 16.2 million dollars and dur- 
ing 1938 slightly more than 32.4 millions. In estimating the net cost of social security to 
the roads these amounts must be deducted from the 92.4 millions in social security taxes 
paid by the roads in 1937 and the 99.5 millions paid in 1938. 
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reducing the supply price of short-term loans to produce an increase in 
demand deposits sufficient to raise expenditures and prices in proportion to 
the rise in costs and thus to restore the marginal efficiency of capital to 
the level prevailing before the increase in costs. There is slight prospect, 
therefore, that banking policy will cause the pay roll tax to produce higher 
prices with no restriction on production and with the cost falling in the 
main upon consumers and to some extent upon capitalists. If the banking 
system were able to control the supply price of venture capital, this con- 
clusion might have to be altered. 


Will the pay roll taxes increase the amount of saving with the result that 
(1) the amount of capital per worker is increased; (2) the marginal worth 
of labor (and hence the price of labor) is raised; and (3) the return on 
capital is reduced? Were these results to follow, the cost of the social secur- 
ity program would fall in the main upon property owners in the form of 
lower interest rates but partly upon consumers in the form of higher 
prices.*° 

At one time it was estimated that a pension reserve fund of over 40 bil- 
lion dollars would be accumulated by 1980. No guesses concerning the size 
of the reserve a few years hence can pretend to be accurate, but changes in 
the estimates of costs and changes in the law itself now indicate that the 
reserve will reach a maximum of roughly 7 billions about 1955. The ac- 
cumulation of such a reserve will increase the volume of investment-seeking 
funds by less than 5 per cent a year. During prosperous times the unem- 
ployment insurance schemes will run a surplus. The amount will depend 
upon the terms of the laws, which are still in a state of flux. Perhaps it will 
be 300 million dollars a year. At any rate during the next fifteen years the 
social insurance schemes may increase the volume of investment seeking 
funds by about 8 per cent in good years and perhaps 1 to 2 per cent in bad 
years.** At most periods of the business cycle the demand for investment 
funds seems to be inelastic, although the demand for funds for housing at 
times seems to be elastic. If the demand is inelastic, the burden of the social 
security program for the next fifteen years may fall to an appreciable de- 
gree upon capital. After that period, the accumulation of the old age reserve 
will cease and the burden on capital from the shift in the supply curve of 
investment funds to the right will be negligible.* 

“It would fall partly upon consumers because there is a connection between long-term 


and short-term interest rates. Hence the forced saving which reduced long-term interest 
rates would produce some increase in short-term funds and some increase in demand 
deposits and prices. 

_ During the next fifteen years the liquidation of the unemployment insurance funds in 
times of depression will not quite offset the accumulation of the old age reserve. 

“The liquidation of the unemployment insurance funds during periods of depression 
will provide an outlet for savings and help support the rate of interest at such times. The 
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VI 

If the pay roll tax does not produce an increase in incomes and prices, the 
demand curve for labor will shift to the left. At the wage rates prevailing 
before imposition of the pay roll tax, the quantity of labor employed will 
be reduced. Unemployment will retard the increase in wage rates as tech- 
nological progress raises the marginal worth of labor. It might be supposed 
that the retarding of the increase in wage rates would continue until the 
unemployed displaced by the pay roll tax had all been absorbed. This pre- 
supposes, however, that the benefits paid have no effect upon the labor 
supply curve. Pensions, even though low, will undoubtedly produce a few 
retirements. Likewise, unemployment benefits will slightly raise the .reserva- 
tion prices of unemployed workers and make them less willing to accept 
the first job that comes along.** More important than either unemployment 
compensation or old age pensions upon the reservation prices of labor will 
be relief payments. The social security program by producing unemploy- 
ment may cause an expansion of relief payments. To the extent that social 
security benefits and relief move the supply curve of labor to the left, they 
counteract the tendency of the pay roll tax to keep down the price of labor. 

Even though the social security program (including relief) raises the 
reservation prices of labor, it is not likely to affect materially the number 
of workers available at prevailing wage rates to existing nonagricultural 
enterprises. In existing concerns the price of labor seems to be set during 
periods of contraction by the employed rather than the unemployed—by 
the resistance of the employed to cuts rather than the willingness of the 
unemployed to accept less than prevailing rates.** If the reservation prices 
created by social security affect the volume of employment, it will be 
through their effect upon wages in new concerns and, therefore, upon the 
Sumber of business births. Even in periods of contraction the number of 
Pusiness births is close to 200,000 a year for new going concerns. The wage 
rates paid by new concerns in periods of great unemployment appear to be 
substantially below prevailing rates. Consequently, the reservation prices 
established by s social security may substantially affect wages in new concerns 


increase in consumer incomes made vena e by the liquidation of the unemployment funds 
will also improve the general bi usiness situation. Consequently, during periods of depres- 
sion, property owners will gain but not at the expense of other groups in the community. 
* "May not the payment of b nefits reduce the reservation prices of labor? The workers 


in covered industries receive protection which workers in uncovered employments do not 
enjoy. Will not workers, therefore, be attracted to the covered industries? As between the 
covered and the uncovered industries, this is probably true at least to some extent. The fact 
remains, however, that reservation prices are to considerable extent determined by the 
amount of resources upon which unem pl yed workers may draw. Pensions and the anem- 
ployment compensation may reduce slightly the reservation prices of workers with respect 
to employment in the covered inhale. but all payments in compensation of unemploy- 
ment tend to raise the reservation prices of workers as a whole. 


“In periods of expansion the effect of the unemployed upon wages in old concerns is 
probably greater than in periods of contraction. 
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and thereby reduce the business birth rate.** If so, social security legislation 
(and wage-hour legislation as well) may affect the resiliency of our econ- 
omy—its capacity to spring back after a shrinkage in employment. This, 
however, is still an unexplored field. Little is known about the determinants 
of the birth rate of new enterprises. Until exploration has occurred, we 
remain very much in the field of conjecture and we must not be surprised 


if the unintended consequences of public policies are more important than 
the intended ones. 


Vil 


Thus far we have discussed the incidence of a pay roll tax on the assump- 
tion that the price of labor is set by supply and demand. To an increasing 
extent, however, the price of labor is an administered one, fixed by bar- 
gaining between trade unions and employers. To explain the effect of social 
security in such a world, one must consider how it will affect the bargaining 
power of unions and employers. Bargaining power may be defined as the 
cost to A of imposing a loss upon B. Part of the cost to union members of 
raising wages beyond a given rate is unemployment. To the extent that un- 
employment is compensated by insurance or relief, unions will be willing 
to endure larger amounts of it in order to raise the wages of their mem- 
bers. Trade union wage policy has been influenced by the fear of nonunion 
competition. To the extent that social security and relief diminish the birth 
rate of new concerns they will limit the influence of nonunion competition 
upon union wage policy. Hence we may conclude that in a world of ad- 
ministered prices of labor, social security will tend both to raise the wages 
of the employed and to increase the number of the unemployed. 

Will the increase in the bargaining power of labor be harmful to enter- 
prise? Possibly, but not necessarily. The greater pressure on employers to 
raise the price of labor will (1) accelerate technological discovery, but (2) 
reduce the proportion of new ideas which are considered worth exploiting. 
It is sometimes said that wage increases will not increase the use of labor- 
saving inventions because (unless labor costs are less important in the cap- 
ital goods industries than in other industries) the price of capital goods will 
be raised in the same proportion as wages.** But the expectation of wage 
increases will produce laborsaving inventions as a method of embodying 
today’s labor costs into tomorrow's production costs. Likewise, the expecta- 
tion that higher wages will raise the prices of capital goods will stimulate 
the making of capital-saving inventions. The proportion of laborsaving and 


* However, the effect of the social security program upon the wages paid by new enter- 
prises will be substantially less in most industries than the minima established under the 
Wage-Hour Act. 
™ See H. G, Hayes, “The Rate of Wages and the Use of Machinery,” American Economic 
Review, XIII, 461-465, and P. H. Douglas, “The Effect of Wage Increases Upon Employ- 
ment,” Proceedings of the American Economic Association, 1939, pp. 138-157. 
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capital- saving inventions may not be changed, but the rise in the bargaining 
power of unions will increase the marginal efficiency of expenditures on 
discovery and thus will raise peopostions of the community’s resources de- 
voted to discovery. 

Although the rate of discovery will be raised, it is not certain that the 
volume of investment will expand. The volume of investment depends upon 
the prospects for profits over the long period. If employers expect wages to 
be promptly bargained upward whenever profits appear, their estimates of 
the marginal return on capital will be lowered and the proportion of the 
new discoveries which seem worth developing will be reduced. It is impos- 
sible to determine whether the net effect of a faster rate of discovery and a 
more selective exploitation of discoveries will be a larger or smaller volume 
of investment. 

This analysis must be qualified by the observation that collective bargain- 
ing is still in a very rudimentary stage and that the policies of unions are 
likely to be influenced more by experience with collective bargaining than 
by the effect of the social security program upon their bargaining power. 
For example, experience in selling labor is likely to alter the tendency of 
unions to underestimate the elasticity of the demand for labor and to over- 
look the fact that the elasticity over a period of several years is much greater 
than the elasticity at a given moment. Nor must the present crude and 
simple wage structures necessarily be regarded as final in a rapidly chang- 
ing world. Wage systems may develop which greatly increase the interest 
of the unions in the volume of employment. 


The following general conclusions stand out from this analysis: 

1. About one fifth of the labor supply is mobile and works for more 
than one employer in the course of the year. 

2. Despite the fact that the amount of movement in the labor market 
is considerably less than in prewar times, it is probably excessive. It is ex- 
cessive in the main because it is forced and represents organization of work 
to an uneconomical extent upon a casual basis, but partly because much of it 
is uninformed. 

3. Little is known about the 10,000,000 or more persons who supply 
the demand for temporary workers. Many of them undoubtedly have a 
principal occupation which dovetails with temporary employment outside 
of it. Some of them are seeking only part-time employment either for a 
few months of the year or part-time throughout the year. Some are young 
workers who have not succeeded in obtaining the status of regular em- 
ployees. Until more complete and definite information concerning the sup- 
pliers of temporary labor becomes available, we shall be in the dark in de- 
ciding many important questions of policy. 
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4, The excessive amount of intermittent employment creates a strong 
prima facie case in favor of experience rating. This does not mean that 
specific experience rating provisions in existing legislation are well con- 
ceived. 

5. The old age provisions of the Social Security Act tend to break down 
barriers to movement—a desirable result. To some extent their effect will 
be counteracted by the old age assistance plans which are based upon resi- 
dence requirements that should be altered. 

6. Definite information is lacking on how many and what kinds of peo- 
ple fail to qualify for unemployment benefits because their earnings of 
employment is insufficient. 

7. Unemployment insurance is not likely to affect the mobility of most 
of the covered workers because the great majority who qualify for benefits 
have attachments to particular employers which discourage them from 
moving and because the duration of benefit payments is short. To some ex- 
tent, however, unemployment benefits may discourage movement by en- 
couraging workers to remain on the chance that more or less indefinite re- 
employment opportunities may become realities. This is likely to be a good 
result in a majority of cases. 

8. The present trend is to make eligibility requirements for unemploy- 
ment compensation more strict. Perhaps the trend should be reversed as 
the present laws seem to give protection to the workers least in need of it 
and not to reach those workers most in need of protection. The problem of 
more liberal eligibility requirements is complicated by the fact that many 
short-term or intermittent workers are not seeking full-time employment. 
Until more is known concerning the persons who fail because of insufficient 
earnings or employment to qualify for unemployment compensation, we 
are not in a position to judge the desirability of changes in eligibility re- 
quirements. 

9. Relief is likely to affect the mobility of many thousands of persons 
of low employability. However, the effect of relief upon mobility must not 
be exaggerated. The rise in hiring standards will probably cause industry 
to draw on the huge labor reserves among the nonemployed and in agricul- 
ture before engaging the persons of low employability on relief. Hence, 
an expansion of the proportion of the population at work in nonagricul- 
tural pursuits to substantially higher figures than prevailed in the twenties 
will probably not reduce unemployment (over and above seasonal unem- 
ployment) to below 2,500,000. 

10. Social security taxes encroached upon profits to a moderate extent in 
1937 and limited the expansion of business. The excess of collections over 
disbursements was less in 1938, but the proportionate reduction in profits 
was greater. Although the social security taxes were not an influence of 
first importance in intensifying the depression, the encroachment upon 


f 
e 
a 
re 
in 
i 
of 
r 
er 
d 
st 
re 
cet 
X- q 
rk 
it 
a 
| de 
ra 
Ing 
“m- 
dee 


60 American Economic Association 


profits must have restricted commitments. In both 1937 and 1938, the 
social security taxes substantially affected the profits of the railroads. 

11. It is unlikely that the incidence of the pay roll tax in the long run 
will be broadly diffused throughout the economy by higher costs which 
will induce larger income flows and thereby higher prices. For a period of 
fifteen years interest rates may be moderately affected by the program. 
After that time its effect upon interest rates will be negligible. In the area 
of competitive wage determination, the pay roll tax will move the demand 
curve for labor to the left. To a small extent the payment of benefits will 
also move the supply curve of labor to the left. This will affect new enter- 
prises far more than existing ones. It remains to be seen whether or not 
the program will materially affect the birth rate of new enterprises and 
the resiliency of our economy. 

12. The social security program will increase the bargaining power of 
trade unions and tend to reduce the interest of unions in the effect of their 
wage policies upon the volume of employment. It will tend to increase 
the rate of discovery but to reduce the proportion of discoveries that are 
worth exploiting. Its effect upon the volume of investment, therefore, is 
uncertain. Trade union wage policies, however, are likely to be less affected 
by social security than by longer experience of unions with collective bar- 
gaining. But since the social security program tends to diminish the concern 
of trade unions with the volume of employment, it creates the need for 
developing wage structures and forms of wage payment which increase the 
interest of unions in employment. 
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ECONOMIC PROBLEMS IN THE PROVISION OF SECURITY 
AGAINST LIFE HAZARDS OF WORKERS 


By J. DouGLas BROWN 
Princeton University 


| Ever since men have worked for wages, attempts have been made to 
| develop some means of obtaining protection against dependency when 
| wages cease. Workingmen’s funds, friendly societies, trade union benefit 

plans, mutual benefit associations, and individual and group insurance are 
but a few of the devices invented by man to lessen his insecurity in the face 
of the more serious hazards of life. Social insurance, now a half-century old, 
is but one of many social institutions which have evolved out of long ex- 
perience. Adapted to an industrial society, it has, however, grown with 
remarkable rapidity in recent years. 

A complete analysis of the economic problems of providing security 
against the life hazards of workers would necessarily include an extensive 
discussion of vasious types of relief. At a time when our country is putting 
into high gear the largest single social insurance scheme in the world, it 
seems more appropriate, however, to weigh the economic problems of the 
1 insurance method of attacking insecurity. On January 1, a system of old age 
r insurance, which has been gaining momentum over five and a half years, 
e comes into full operation. 

It may be well at the outset to distinguish between that type of social 
insurance covering the life risks of workers and that covering employment 
or other current risks. In the first category fall insurances against dependent 
old age, premature death, and permanent disability, with the associated 
tisk of loss of support for dependents. In the latter category are the insur- 
ances against loss of employment and temporary illness or disability. An 
important distinction, affecting both legislative policy and administration, 
is that the former type of risks involve the permanent elimination of the 
insured wage earner from the labor market, while the latter involve only 
temporary elimination. In both unemployment and health insurance, an 
important element in the program is the provision of adequate means of 
aiding the worker to return to gainful employment. 

Under insurances against life risks, the payment of benefits is in most 
cases related to changes in the physical life of the insured such as the at- 
tainment of a predetermined age or the occurrence of death. Permanent 
disability is less easy to determine but remains primarily a physical rather 
than an economic condition. But once approved, benefits under these in- 
surances usually continue for relatively long periods of time. Costs are 
more affected by secular trends in longevity, mortality, and the progress of 
medical science than by cyclical variations in business or by technological 
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change. Obligations and expectancies accrue over relatively long periods of 
time and extend far into the future. For these reasons, it is peculiarly im- 
portant in this type of insurance to plan finances many years ahead. 

On account of the reciprocal nature of the risks of premature death on 
the one hand and dependent old age on the other, it has proved advan- 
tageous to cover these two risks in a single insurance system. Insurance 
against permanent disability, including many of the same elements of risk, 
seems a logical addition to the system although introducing many new ad- 
ministrative problems. Even with this addition, a combined program of old 
age, survivors’, and invalidity insurance seems relatively manageable under 
a single administration. A predominance of routine operations and the need 
for the soundest possible financial and actuarial base suggest the advantages 
of a single, national system of large dimensions. With such a large, na- 
tional system, economic problems are bound to arise.~} 

An economic question of fundamental importance in the planning of a 
system of old age and survivors’ insurance is which of three major alterna- 
tives will be chosen as the basic financial policy to be followed. This ques- 
tion has been before the American people during the past five years, and 
Congress made a choice some months ago. Without doubt, the question will 
be reopened in years to come. It is vital, therefore, that economists continue 
to study the problem. 

One alternative in financial policy is that the government accumulate, 
through higher taxes in the earlier stages of the plan, a reserve against the 
time when disbursements reach large dimensions. Due to the increasing 
number of persons eligible for benefits and the rising average benefit, old 
age insurance payments are bound to increase, even though the provisions 
of the system are in no way liberalized. The arguments for such a financial 
policy include the assumption that thereby greater security for future ben- 
eficiaries is afforded, better public accounting is established, and the true 
cost of the system is kept more vividly before the public and Congress. 
The reserve, in a sense, becomes an endowment fund which affords inter- 
est to supplement the income from current contributions when these be- 
come insufficient. 

Those who object to this alternative fear the untoward effects of this 
net inflow on the fiscal policy of government and on the general economy. 
In the dimensions required, this accumulation may cause serious disturbances 
in the normal flow in private channels of income used for consumption and 
a reciprocal disturbance in the flow of funds for investment. Likewise there 
is no assurance that the government’s use of the net income of the old age 
insurance system will be wise or that the accumulation will in any way en- 
hance the government’s capacity to provide the additional appropriations 
necessary as the system matures. In some ways, it is the irony of economic 
misunderstanding that the financial policy of the 1935 Act was censured 


t 
| 
| 
j 
| 
| 
| 


Economic Issues in Social Security Policy 63 


by some on account of a condition which for the time lessened its adverse 
effects on the economic system. Under conditions of deficit financing the 
net accumulations under the Act have had much less effect than if the gov- 
ernment’s budget had been balanced. In a time of surplus financing under a 
conservative administration, the net accumulations under the large reserve 
policy might have been defended by many of these same critics despite the 
serious economic consequences involved. 

A second alternative in financial policy in an old age insurance system 
is that supported by the “spend-lend” group in Washington today and by 
some industrial executives. Under this alternative, the old age security pro- 
gram becomes an active instrument of fiscal policy in stimulating business 
recovery and avoiding the curse of ‘“‘oversaving.” Under this policy, re- 
serves are avoided or cut to the bone. Carried to its logical conclusion, the 
policy encompasses the philosophy of the Townsend and general welfare 
groups, that the “senior citizens’’ of the country should serve as the pipe- 
lines for pouring more governmental funds into the stream of private 
consumption. 

Under this second alternative, the essential nature of a social insurance 
system is likely to be ignored. The great advantages of long-run equities 
between the insured and the insurer are submerged under a welter of tem- 
porary fiscal expediencies. But the advantages of conserving reasonable 
equities in a social insurance system are not only financial in nature but 
include the preservation of the relationship between contribution and ben- 
efit that is essential to economic and political stability in a capitalistic democ- 
racy. The normal rise in old age security disbursements makes this field of 
governmental finance a peculiarly dangerous one for experimentation. It 
is exceedingly difficult to reduce the level of individual payments to older 
persons after these annuities have become incorporated in the standard of 
living of persons of fixed habits. The policy of making old age security 
payments an active instrument of fiscal policy is far more dangerous than 
its counterpart, the large reserve policy. It seems to re-echo the words, 
“after us the deluge!” 

The third alternative in financing an old age insurance program appears 
to avoid the dangers of either extreme in policy. It is the adjustment of the 
financing of the program to its current internal requirements, affecting the 
current fiscal policy of government to the least extent compatible with 
adequate and sustained protection to the insured population. It is assumed 
that the scheme is neither an autonomous, self-contained insurance system 
operated by the government nor a relief program. It places government 
neither in the role of a great saver or a great spender. Under this policy 
both net incomes and net disbursements at various stages of the program 
are confined to those justified by sound planning of a social insurance sys- 
tem in which the volume of payments is related to continuing equities 
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and not to current fiscal expediency. Government appropriations to the 
system under this policy, while justified on grounds of social insurance 
policy, would be so planned and timed as to lessen the disturbance to the 
general fiscal program of government. 

Old age insurance payments are, it is true, essentially a diversion of in- 
come flows in a single plane of time between contributors and beneficiaries. 
While mathcmatically it might be possible to work out a neat balance be- 
tween income and disbursements and to avoid the need of any reserve, the 
plain facts of administration require something of a contingency reserve 
to permit ready adjustment to short-term economic change. Since contribu- 
tion rates can be changed but gradually and benefits once determined be- 
come fixed, it seems desirable to have some shock absorber in the financial 
mechanism to carry the system over the humps and valleys of cyclical 
fluctuations as well as the minor discrepancies between estimates and real- 
ized experience. It is true that such short-run disparities could be met by 
loans to the system by the government or by emergency appropriations 
from time to time. To promote public confidence and to avoid reliance on 
hasty congressional action, it seems best, however, to depend on a modest 
contingency fund to absorb these discrepancies. In addition to this func- 
tion, the fund serves as an obvious indicator to Congress and the public of 
the degree to which the financial planning of the system is effective. 

No method of financing a continuing social service is foolproof or 
automatic. The best method is that which recognizes both the economic 
and the political elements of a capitalistic democracy and avoids the as- 
sumption of abnormal self-restraint on the one hand or shortsighted irre- 
sponsibility on the other. 

In the acceptance of the third alternative in financing its program of old 
age and survivors’ insurance, the United States has adopted, in effect, the 
principle that the government should participate in the financing of the 
system by means of appropriations supplementing contributions. It is pos- 
sible, in theory, that the future costs of the system be met from current 
contributions alone. More realistically, such dependence seems politically 
impossible and economically unsound. The early recognition of the full 
implications of the financial policy now in effect would do much to safe- 
guard the program from undue liberalization. 

In addition to future financial necessity, economic and social implications 
of the system militate in favor of government appropriations to supplement 
contributions. While the present level of pay roll taxes should be increased, 
there are definite limits to the use of this means of obtaining revenue. Such 
taxes, when raised unduly, are bound to affect the demand for labor ad- 
versely and to encourage the introduction of laborsaving machinery. Cat- 
ried to excess, they may retard the development of new enterprise, 
particularly in industries making a larger proportionate use of labor in pro- 
duction. Severe repercussions may occur on account of the differing effects 
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of high pay roll taxes on industries of varying size, location, product, and 
production methods. 

On the other hand, the government is justified in its use of general tax 
funds in subsidizing the old age insurance system since it has adopted the 
policy of providing large “unearned” benefits in the early years of the sys- 
tem. It is questionable policy to assume that later contributors should absorb 
the cost of these unearned benefits at the expense of rates of contributions 
in excess of those warranted by the benefits offered. Throughout the life of 
the system, the government will be relieved of assistance expenditures of 
considerable dimensions. Since these expenditures would have been financed 
from general taxes, it seems that a part of the saving, at least, might appro- 
priately be diverted to the insurance system. By this means, the more con- 
structive method of affording old age security is enhanced in effectiveness 
and the temptations of panaceas reduced. 

Interlocked with these economic considerations is the need for govern- 
ment subsidies in a system which involves a pronounced secular rise in costs. 
The great shift in the age balance of our population is not the result of the 
action of any individual or administration but of forces within society itself. 
Only that society, through continuing governmental policy, can deal effec- 
tively with the economic necessities arising out of the shift. Through proper 
timing, financial participation by government in the old age insurance sys- 
tem makes possible an adjustment to dynamic change which otherwise 
might be fraught with grave difficulties. 
| In determining the proper financial policy for an old age insurance sys* 
tem, a question has been raised by some as to the possible impact of the 
program on the rate of capital accumulation in the country. Without enter- 
ing upon the controversy which surrounds the general problem of savings 
and investment, it is relevant to estimate the degree to which this form of 
social insurance may prove a complicating factor. 

There seems to be no ground for assuming that employee contributions 
under old age insurance will materially reduce the rate of savings of the 
wage-earner group as a whole. In the case of a large number of workers 
of lower income, there is little or no saving to be reduced. For a middle in- 
come group some reduction may occur. But experience under private plans 
for wage-earner security indicates that a very real possibility exists that sav- 
ings may be stimulated by the provision of basic, compulsory protection. In 
the absence of any planned provision for old age or surviving dependents, 
many wage earners able to save appear to consider adequate protection be- 
yond their reach. With the provision of a certain but limited scheme of 
benefits, incentive is aroused to build upon this foundation of basic pro- 
tection. Thrift is a habit which like all habits grows upon the satisfactions 
it affords. The sense of security in a status of life for oneself and one’s 
family is a satisfaction of no mean significance in determining economic 
motivation. The number of company pension plans supplementing the pro- 
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tection afforded by the old age insurance program is growing steadily and, 
despite the requirement of employee contributions, such plans seem to be 
meeting with a favorable reception on the part of the wage earners covered. 

Employer contributions to the old age insurance system are probably 
shifted in such large measure that the impact on the accumulation of sur- 
pluses by corporations will in all probability be slight. However, should 
pay roll taxes rise sufficiently, the incentive to introduce laborsaving machin- 
ery may involve a considerable amount of plowing back of profits into this 
type of equipment. In that case, saving and investment will go hand in 
hand, or new channels of investment may be created. 

The effect of the net income accruing to the old age insurance fund upon 
the general rate of capital accumulation will, of course, depend upon the 
use made of such income. In a time of deficit financing, the proportion 
going into noncapital expenditures will probably be large despite the ex- 
pansion of public works. The repurchase of debt in a time of surplus financ- 
ing would transfer income from wage earners more likely to spend to 
bondholders more likely to save. An important argument for avoiding the 
accumulation of a fund beyond that needed as a shock absorber within the 
system is the advantage of preventing such interference with normal eco- 
nomic processes. 

Perhaps more important than the impact of a national system of old age 
insurance system upon the general rate of capital accumulation will be its 
impact on the mobility and incentives of our people. The character and 
force of these impacts are, however, still largely matters of speculation. 
Only after benefits have been paid for a considerable time and become a 
part of the thinking and planning of our people, will the full effects of 
the system be apparent. However, bits of evidence are already accumulating 
to lend some weight to tentative premises. 

It is probable that old age benefits under the revised 1939 scale will be 
sufficient to encourage some movement of superannuated beneficiaries from 
high- to low-cost areas of residence. Since benefits under the federal insur- 
ance scheme are payable anywhere in the world, it will be a sensible ar- 
rangement for an aged individual or couple to move from city to town or 
country, from North to South, or from America to the country of birth. 
The present movement from northern states to Florida and from the Mid- 
west to California may be accentuated as federal benefits, payable for life, 
supplement savings. Such a movement would certainly be compatible with 
sound economic distribution of our population. Just as the cities draw upon 
the country for youthful population at a time in life when rising productiv- 
ity permits the absorption of the higher costs of urban life, so the country 
will attract back to itself the older persons who, with impaired productivity, 
are enabled through insurance to draw upon the general stream of na- 
tional income. 

In the case of wage earners in their productive years of life, the insur- 
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ance system may likewise encourage mobility. To the extent that younger 
workers have been tied to a locality by the need to support aged parents, 
this tie will be lessened. Old age insurance benefits of relatively adequate 
amount, assured certainty, and entire respectability, may prove much more 
effective in encouraging the break than small savings or old age assistance. 

Likewise it seems probable that the relative attractiveness of employments 
covered by old age and other social insurances will be sufficient as time 
passes to encourage mobility from uncovered employments. While the 
latter employments occur in all types of localities, the exclusion of agricul- 
tural employment from coverage may add materially to turnover of labor 
in rural areas. It may well be that agricultural employers may some day 
press for the inclusion of their people under the Social Security Act to 
lessen this handicap in retaining an adequate labor supply. 

In industrial employments, the revised plan of old age and survivors’ 
insurance will add to the arractiveness of those industries and firms which 
afford sufficiently stable earnings to assure continuing eligibility for benefits 
and an adequate average wage as a basis of benefit determination. At the 
same time, private pension and insurance schemes which require long 
periods of service for eligibility will lose some of their hold. To this extent 
employers will be competing more on the basis of the future possibilities of 
earnings and employment afforded their employees and less on the basis 
of expectancies growing out of past service. 

Industry, generally, will have more to offer younger employees as thé 
insurance plan becomes effective in stimulating the retirement of super- 
annuated personnel. Just as a limited number of progressive employers 
have adopted private pension schemes to accelerate the rise of more effec- 
tive personnel through the ranks, so the government plan will increase 
the “internal’’ mobility of more competent workers. In this way, the insur- 
ance plan should, indirectly, enhance the incentive of a considerable part 
of the wage-earning group. 

Another source of incentive in the old age insurance system is the influ- 
ence which it may have on the stimulation of a desire for security on the 
part of our people. Not only is social insurance a means of protection but 
a significant educational force. Through continuing participation in the 
plan as contributors and through the experience of seeing benefits paid to 
relatives and friends, an increasing recognition of the costs and values of 
security seems likely to develop. Along with many other forces, the insur- 
ance plan may encourage the desire for more security among workers who 
previously by choice or compulsion were forced to accept a month-to-month 
or year-to-year existence. This added security may be attained through in- 
creased productivity and earnings or through saving of a larger share of 
income. In either case, both incentive and security will be enhanced to the 
advantage of workers, employers, and community alike. 
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ECONOMIC PROBLEMS IN THE PROVISION OF SECURITY 
AGAINST EMPLOYMENT HAZARDS 


By EvELINE M. BURNS 


Columbia University 


Reduced to their barest essentials the economic problems in the provision 
of security against employment hazards are of two types: those which arise 
from the nature of the benefits or assistance provided and the conditions 
laid down for their receipt, on the one hand, and those which arise from 
the methods of providing the necessary funds, on the other. Hitherto in- 
dustrial societies have characteristically met these problems by instituting 
a constellation of autonomous programs, each having its own objective and 
each having a unique type of benefit and conditions of eligibility and its 
own, presumably appropriate, methods of financing. Thus the insurance 
type of unemployment benefit is characteristically financed by earmarked 
pay roll taxes and usually (although not normally in this country) by wage 
taxes. Direct unemployment relief given on a means test basis has generally 
been associated with a method of financing that relies upon general tax 
sources (which may be 100 per cent local as in this country or 100 per cent 
central as in Great Britain since 1934). In this country work relief pro- 
grams have tended to be associated with federal financing. 

In each case the methods of financing and the benefit structure have 
been justified in terms of the major objectives of the program in question. 
But when we regard these systems as parts of an articulated whole it is 
evident that this approach to the problem means that either the relative 
importance of a particular form of benefit in the constellation of programs 
depends on the funds available from its specific tax sources, or that the 
extent to which particular methods of financing are employed will auto- 
matically depend on decisions as to the desirability of one type of assistance 
as compared to another. Experience suggests that this policy does not always 
lead to the most economically desirable results. 

In Great Britain the motivating force for adoption of unemployment 
insurance was undoubtedly a concern over the unsuitability of the poor law 
type of assistance for the normally employable worker. The financial meth- 
ods were a means of securing the adoption of a new type of assistance which 
admittedly involved certain economic risks. During the twenties the in- 
creasing volume of unemployment forced extensions in the insurance 
system which fundamentally modified its character. From a limited system 
carrying a relatively small governmental subsidy, it became by 1931 a sys- 
tem providing for 87 per cent of the unemployed and financed to the ex- 
tent of almost 50 per cent by central government subsidies. Thus extended 
it became impossible to argue that this type of benefit was being paid only 
to workers for whom flat rates of benefit, unrelated to wages and paid re- 
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gardless of need and without any requirement to undertake training or 
transfer, were appropriate. The important point to note is that this change 
in the insurance system took place precisely because the original internally 
consistent and necessarily limited insurance system failed, on the one hand, 
to provide for as wide a use of the insurance system as was consistent with 
popular views regarding the desirability of this type of benefit as compared 
to others, while, on the other hand, the limitation of central government 
responsibility to aid through a relatively insignificant insurance system left 
the localities with an unemployment relief burden which their fiscal re- 
sources could not carry. 

The incorrectness of the assumption that the relative part to be played 
in the total program by a particular type of assistance could satisfactorily 
be determined by the yield of specific taxes is still apparent, despite the 
reorganization of the British insurance system after 1934. In 1936 the 
Statutory Committee, which is responsible for seeing that the funds are 
adequate but no more than adequate to meet benefit liabilities, decided to 
refrain from using a surplus to increase the duration of insurance benefits, 
much as its members would have liked to see this type of benefit more 
widely used. They refrained, because an extension of insurance involved a 
reduction in the numbers receiving assistance and since the latter was 
financed 100 per cent by general taxes, whereas insurance was financed only 
to the extent of one third from this source, they were unwilling to take 
a step which in fact implied increasing the relative share of the total costs 
of aid to the unemployed which would be carried by wage and pay roll tax- 
payers. 

In this country we have also instituted a system formally analogous to 
unemployment insurance. But here the impetus seems to have come from 
the opposite direction. Emphasis has been placed upon the system as a 
method of financing rather than as a system of benefit payments. Unem- 
ployment compensation has been promoted either as a technique for utiliz- 
ing incentive taxes or as a device for minimizing the painful process of tax 
collection by accumulating funds in periods of prosperity for disbursement 
during depression. The benefit system is a by-product of this mechanism— 
to be determined by reference to the size of the available funds. 

I believe that such a system is essentially unstable. Already there are signs 
that such support as was given by business to the variable pay roll tax arose 
out of a recognition of its potentialities as a device for securing tax reduc- 
tions rather than as stimulus to stabilization of employment. And the very 
fact that benefits were so sharply restricted in the interests of a solvent fund 
is now being used as an argument in favor of decumulating reserves. For 
it can now plausibly be argued that benefits with an average duration of 
ten or eleven weeks and paying at most 50 per cent of wages could not 
have been intended to provide against cyclical unemployment and the case 
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for accumulating reserves against bad times is to some extent weakened. If 
this pressure continues, together with the theory that benefits are to be ad- 
justed to what can be financed from these ever diminishing pay roll taxes, 
the type of benefit which we call unemployment compensation may come 
to play a minute role in the total unemployment program. Certainly its role 
will differ from that which would be assigned to it if the problem were 
approached by asking what would be the appropriate place of this type of 
assistance as compared with available alternatives. 

I have spoken so far only of unemployment insurance, but one could 
equally well ask whether the prevalence of work relief in this country is 
due to a reasoned preference for this type of assistance as compared with 
others, or whether it is due to the fact that it is the only route by which 
federal financial assistance can be secured for unemployment relief. 

In the financial realm the consequences of attacking the problem solely 
in terms of the inner requirements of independent programs are equally 
unfortunate. In Great Britain today workers and employers are obligated, 
until 1971, to pay taxes to liquidate a debt incurred by the insurance system 
in 1921-31 when it was, in fact, carrying the major unemployment load. 
It is difficult to find any economic or social justification for this temporal 
distribution of costs. The only explanation can be the desire to implement 
the theory that the benefit system prevailing in 1921-31 was an insurance 
system which ultimately, i.e., by 1971, could be called solvent. 

rs Again, Germany, Great Britain, and this country have tried to solve the 
problem of allocating financial responsibility as between governmental units 
by the principle of exclusive financial responsibility. Assistance given sub- 
ject to passage of a means test and usually involving direct relief in kind 
or in cash, has been held to be a financial responsibility of localities. But 
considerations relating to the nature of the assistance given have served to 
limit the relative importance of the programs held to be appropriately, and 
often exclusively, financed by the central government (e.g., insurance or 
emergency work programs). The result has been to throw upon the fiscally 
limited local authorities an increasingly large residual, which has distorted 
local finances and frequently led to the curtailing of essential, locally pro- 
vided social services. 

If we abandon this attempt to create a series of autonomous unemploy- 
ment measures in which particular types of benefit or assistance are asso- 
ciated each with its own particular methods of financing, it becomes pos- 
sible to discuss the basic economic problems more intelligently. We can 
then inquire, firstly, what types of provision would seem to be appropriate 
for different types of unemployed persons and, secondly, what would seem 
to be the economically and socially desirable methods of financing a total 
program of a given magnitude and probable temporal distribution. 

But as soon as the problems are posed in these terms we realize how 
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inadequate is the data on which we have to base policy, and for this I can- 
not but feel that we as economists have been largely to blame. For we have 
tended to assume that this field is one that could safely be left to admin- 
istrators and social workers, and have been relatively indifferent to the 
economic implications of the specific programs now in operation. 

A major decision in public policy concerns the type of assistance to be 
provided. The economic impact of the different measures has two aspects: 
the volume and timing of the expenditures resulting from adoption of 
given programs and the effect of each upon mobility and enterprise. It is 
evident that a policy of supporting unemployed workers by the offer of 
employment at standard rates of pay, hours, and working conditions will 
involve a larger volume of government spending than one which provides 
the bare essentials of living only to those of the unemployed who are 
destitute. Determination of the relative parts to be played by each of these 
programs by reference to economic criteria in this sense calls for knowledge 
of the kind of economy in which these measures are to operate. If for ex- 
ample there was a consensus among economists that, in Professor Hansen's 
words, “the problem of our generation is, above all, the problem of inade- 
quate private investment outlets,” a work program on a non-relief basis 
might perform a desirable economic function as a method of providing a 
volume of investment adequate to secure full employment. But the extent 
of such a program and the criteria for determining when it should taper 
off would then be based on considerations relevant to such a broad function 
and might differ markedly from a works program conceived of solely as a 
measure for providing bare maintenance to needy unemployed. 

On the other hand, if it could be shown that the problem was not one 
of a secular decline in investment opportunities but of cyclical maladjust- 
ments which might be remedied by a rapid and temporary expansion of 
government spending, the choice between a large public works program 
and more generous cash payments to the unemployed would be made by 
reference to different criteria, among which the speed at which payments 
could be effected would be a major item. 

Until economists can reach more unanimity on the nature and causes of 
contemporary unemployment, it is, I suggest, unfair to criticize our present 
combined public works and work relief policies for the fact that they appear 
to operate now on one assumption and now on another. 

I will admit that I am asking much of economists and my major com- 
plaint is not so much that they speak with so little unanimity on this subject, 
as that they have almost entirely neglected to do any positive work on the 
other side of the problems; namely, the effect of different measures on 
enterprise, mobility, and the flexibility of the economic order. By and large, 
they have concernéd themselves with generalizations: they discuss whether 
the guarantee of a minimum income is likely in general and in the long 
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run to increase rigidities and to weaken initiative. Leaving aside the 
question of the meaning of rigidity, which in itself calls for more careful 
definition, I would be inclined to hold that we do not need Rueffian or less 
objectionable statistical or analytical demonstrations to prove that the intro- 
duction of a minimum guarantee into an individualistic society will make 
workers less willing to accept any type of employment at any wages, and 
in that sense will reduce flexibility. My quarrel with the economists is that 
they are inclined to stop at that point. They do not proceed to ask whether 
we are in a position to say that in a society exhibiting other rigidities, the 
introduction of a similar element into the labor market is necessarily eco- 
nomically and socially unwise. Is there any validity in the theory of the 
downward spiral of which so much was heard in 1933? Are there some 
segments of the labor market where increased rigidity would be less harm- 
ful than in others? But even if we could assert with finality that new rigid 
elements have been in principle introduced into our economic order, it 
would seem to be more realistic on the part of economists to accept as 
given data the fact that some minimum guarantees are likely to be a 
feature of contemporary society and to commence and not finish their 
analysis at that point. Such an approach would involve a twofold line of 
investigation. 

In the first place it would involve much closer attention to the types of 
benefits provided by the different programs and to an even more neglected 
field, the conditions of eligibility for each. The programs are far from 
uniform. Moreover, one which might adversely affect enterprise and mo- 
bility if widely extended might have positively advantageous results if 
confined to a selected group. Thus even an apparently standardized in- 
stitution like unemployment insurance exhibits variations which affect 
mobility and enterprise in differing ways. Benefits roughly equivalent to 
the maintenance level and carrying dependents’ benefits may have one type 
of effect; those equivalent to 50 per cent of a man’s full-time earnings will 
have another. What are we to say about the effect on mobility and enter- 
prise of the type of weekly benefit which is becoming increasingly common 
in this country and which is calculated as a fraction of a man’s total quarterly 
or annual earnings? Can we indeed say anything significant on these points 
without more analysis of the actual payments resulting from these formulae 
and their specific relation to the previous incomes and employment status 
of the recipients? Can we say, if our present 50 per cent formulae result 
in average payments so low as to call for a substantial amount of sup- 
plementation from public assistance, whether the economically sound ad- 
justment would be by increasing the percentage or by providing dependents 
allowances, on the one hand, or by changed eligibility requirements which 
would limit this type of benefit to persons for whom a 50 per cent 
formula would mean a significant sum, on the other? There is a general 
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tendency to assume that work relief is “less degrading” and less destruc- 
tive of economic incentive than direct relief. But we cannot say whether 
this difference lies in the fact that a worker is required to make some return 
for his assistance or that he receives a larger money sum than he would get 
on relief. Do those who criticize the program know whether its alleged 
weaknesses lie in the methods of remuneration adopted, in the types of 
employment offered, in the principles by which the number of days worked 
are determined, or finally in the eligibility criteria by reference to which 
recipients of this type of assistance are selected? 

Economists have been, as I have already said, peculiarly neglectful of the 
economic implications of the conditions governing eligibility for the dif- 
ferent types of assistance. This is the more strange since the major purpose 
of these has been to limit the economic risk involved in making payments 
of various kinds by carefully defining the groups who may participate in 
each. Yet because of a lack of data as to the nature of the labor market the 
framers of these conditions have been compelled to work in the dark. It 
is generally assumed, for example, that the payment of insurance benefits 
which require no test of need should be confined if possible to persons 
who are normally attached to the labor market. Yet what does that phrase 
mean? To judge from current legislation it may mean a worker who has 
worked not less than a given number of weeks in the preceding one year, 
or two years; it may mean one who has earned a given sum of money over 
some period such as a year or a quarter. In England it might mean a person 
who had worked at least one day in thirty separate weeks in the two years 
preceding his benefit claim. Clearly the economic implications of these 
criteria are very different because of the differing patterns of employment 
of individuals. 

The worker who for example has earned a given minimum sum in a 
preceding specified period may be one who normally intends to work full 
time but has been unable to secure full employment, or he may be one who 
has worked and intended to work only one or two days a week. Minimum 
carnings as a criterion of eligibility admits the highly paid seasonal worker 
to full benefit rights, and may yet exclude a more or less regularly employed 
worker whose full-time earnings are very low. I can put the matter another 
way by saying that a policy of compensating workers for weeks and espe- 
cially days or half-days of nonemployment has different economic effects 
according to whether the worker is one who normally attempts to secure 
six days work for fifty-two weeks and depends upon what he earns, or 
one who works in a seasonal trade where slack periods in part of the year 
may or may not be compensated by high wage rates when in employment, 
or one who regularly works and intends to work only for a brief season in 
the year or for one or two days a week and is therefore presumably not 
wholly dependent on his annual earnings, or finally one whose employment 
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either voluntarily or involuntarily is casual or irregular and who is at all 
times partly dependent on public or private organized relief. To apply 
uniform policies which assume that a day of nonworking has the same 
significance for all these types of cases is bound to create anomalies and 
economic difficulties. Yet at the present time legislators cannot frame their 
eligibility rules in any certainty of the order of magnitude of the groups 
included or excluded, or of the resulting financial and economic conse- 
quences of their actions, because they possess but limited knowledge of the 
anatomy of the labor market. 

There is yet another aspect of the conditions attached to the receipt of 
assistance which calls for greater factual investigation. The requirement 
to undergo a test of need or means test is a very general eligibility condi- 
tion, being absent only in the social insurances and in certain types of 
emergency public works. The history of unemployment measures in Great 
Britain, in Germany, and to a lesser extent in this country suggests that 
the general unpopularity of this condition has been a potent stimulus to 
the evolution of social insurance and other programs where it is not insisted 
upon or applied only in modified form. Framers of social policy need 
guidance as to the economic implications of enforcing this requirement. 

It is obvious that one economic function of the means test is to ensure 
that public funds conceived to be limited should be used first of all for 
those whose need is greatest. Already, however, there are economists who 
challenge the concept of limited public funds. If they are correct in their 
views of the ameliorative economic values of public spending in depres- 
sion periods, the case for the means test as a check on expenditures falls. 

But the needs test is also defended as a method of implementing the 
individualistic basis of our society. It is often asserted that the spirit of 
independence and initiative would be eroded unless state policy imple- 
ments the view that the individual is in principle responsible for his 
own welfare. In the realm of unemployment relief this policy has taken 
the form of a refusal to provide governmental assistance until it can be 
shown that the resources of the family are inadequate. Yet analysis of 
data collected by the Unemployment Assistance Board in Great Britain 
suggests that enterprise and initiative may be just as adversely affected 
by the operation of the generally applied household means test. Analysis 
of the resources ent by households of applicants in two recent years 
showed that over 7 4a cent of these resources were attributable to earn- 
ings, and of this nae ) per cent in 1935 and 64 per cent in 1937 were 
earned by sons and a Since another 26 per cent of reported re- 
sources took the form of income from other social insurances and was 
therefore not liable to assessment, the enforcement of family responsibility 
meant in fact that the major share of the burden of maintaining the un- 
employment assistance claimants was thrown upon those who would norm- 
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ally be expected to be founding their own families. When it is recalled 
that the unemployed thus supported are by definition the older age group 
and the long-period unemployed whose chances of reabsorption are least, 
the effect upon the initiative and enterprise of younger workers who see 
all additional earnings mortgaged to support a permanent burden cannot 
but be adverse. If we could secure and analyze similar data for this country 
on the incidence of the test of needs and the composition of family in- 
comes we should be in a much better position to answer the question, 
what part should be played by a test of need in a comprehensive un- 
employment relief program—policy would be based on economic realities 
not on vague generalizations. 

Acceptance of the fact that contemporary societies must provide some 
minimum guarantee if only to preserve some shreds of social and political 
stability might lead economists, in the second place, to explore the possi- 
bilities of offsetting the harmful effects on mobility and enterprise by com- 
pensatory governmental action. Whether we think in terms of govern- 
mental promotion of mobility in the form of training or assisted transfer- 
ence schemes, or of more positive coercive measures such as the denial of 
benefits or assistance to individuals who refuse to shift, it is clear that at 
the present time we as economists have little to offer in the way of guidance. 
If a training program is envisaged, can we suggest the types and degrees 
of skill which should be made available? We have recently heard much 
of bottlenecks, but at the moment they seem to belong in the attic with 
Dr. Clapham’s famous empty economic boxes. Is it any wonder that in the 
absence of guidance from economists the British Ministry of Labour has 
limited the places available on its training program to the chances of 
immediate placement on conclusion of the course, a policy which results in 
a progressive reduction of training facilities as the depression continues? 

Again if assisted transference is contemplated can we give much technical 
advice? Can we, except in the most general terms, indicate the areas from 
which workers should be transferred and to which they should go? Can 
we say anything significant about the relative economic desirability of 
attempting to entice industries into depressed areas or of moving workers 
away from them? The bitter experience of the British Special Areas Com- 
missions suggests that little is known of the forces governing decisions of 
businessmen as to where to locate. I suggest that we know almost equally 
little about the extent of or the incentive to geographical and occupational 
mobility on the part of workers. How large a wage differential is required 
to offset the costs of moving given distances? Is mobility stimulated more by 
unemployment and low wages in the home area, or by prospects of higher 
wages and better general opportunities in the new area? Is it inhibited by 
family ties, or by anticipated housing difficulties, or are there other factors 
still less susceptible of measurement? Is mobility greater among high paid 
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than among low paid workers? If the fifty-one separate state compensation 
systems are found to impede mobility, have we as economists any sug- 
gestions to offer as to groupings in areas or regions within which free 
mobility is especially desirable? 

I have deliberately devoted most of my time to discussing the first of 
the two types of economic problem to which unemployment measures give 
rise, partly because I believe that these are today most in danger of neglect, 
and partly because the two other speakers are giving particular attention to 
the financial problems. Even in the financial realm, of course, the data on 
which policy must be framed are far from adequate. We commit ourselves to 
a policy of state unemployment compensation systems with little informa- 
tion as to the incidence and duration of unemployment among the covered 
group in each area and therefore of the ability of a uniform 2.7 per cent 
tax to finance the benefits offered. We grapple with problems of the proper 
distribution of costs between federal, state, and local authorities with little 
data as to the basic fiscal, and particularly economic, capacities of local 
areas in relation to the burden they are expected to carry. We adopt the 
pay roll tax as a major source of income for one of our programs with little 
knowledge of its probable incidence and still less of its potentialities as 
an incentive tax. 

But in the financial field, I believe that the problems which face us 
involve less the accumulation of new data than a more vigorous attempt to 
consider the financing of separate unemployment measures in relation to 
one another and to the general economic and fiscal background. This is not 
to imply that we should abandon any attempt to inquire whether the values 
of certain programs are not enhanced by the use of particular financial 
methods. It is undeniable that the linkage of specific taxes with specific 
benefits in the institution known as social insurance has enabled us to 
overcome resistance to the introduction of a new type of aid to the un- 
employed into a still highly individualistic society. But if we should decide 
that wage taxes are undesirable or have social consequences incompatible 
with our basic objective of security or that the incidence of pay roll taxes falls 
on the very groups whose insecurity we are trying to remove, the solution 
is not necessarily an abandonment of these taxes. Should we not explore 
the potentialities of compensatory action in other parts of the government's 
taxing and spending activities? 

Can the case for accumulating reserves in an unemployment insurance 
system be discussed independently of the economic system of the country 
at the time the process of accumulation is initiated or of the timing of 
disbursement of these reserves? Can we expect the accumulation of reserves 
to serve the purpose of “pegging” or maintaining a stable benefit structure 
if the other unemployment programs are financed on a current cost basis 
and reflect every changing political whim? Is the accumulation of reserves 
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appropriate only for unemployment insurance or should the principle be 
applied to other unemployment measures? And if a unit of account longer 
than a year is desirable, why are reserves favored and borrowing disap- 
proved of? 

Some of you may object that I am attempting to lure economists into a 
dreary statistical and factual course, unworthy of their high calling. Yet 
I cannot see that exploration of the structure of the labor market is in- 
trinsically less interesting than analysis of the capital market, or that the 
compilation of statistics of the movement of security prices, interest rates, or 
demand deposits is a sharper challenge to intellectual ingenuity than analysis 
of occupational or regional wage rates and earnings or the charting of spe- 
cific portions of the labor supply curve. One explanation of the current 
preoccupations of economists may be the greater prevalence of theoretical 
concepts and dignified technical terminology in the capital field, but that 
can easily be remedied. Marschak already offers us coefficients of mobility, 
measures of attraction, and coefficients of spatial friction. 

I believe, however, that a more important explanation is the accident 
of availability of data. But thanks to our new social security legislation, a 
considerable amount of data in the labor field are now becoming available. 
And data will become increasingly available if economists will turn their 
attention to this field and take the responsibility of suggesting the types of 
information which are required to provide the basic data essential for 
the determination of future policy. The work of Jewkes, Campion, 
Thomas, Marschak, and others in England has shown how much can be 
gleaned from the administrative records of the unemployment insurance 
system. In this country, the almost complete reliance upon quarterly re- 
ports and abandonment of information on weeks of work has deprived us 
of certain essential data, and economists have raised little or no protest 
against this outrage. The reporting requirements incidental to the payment 
of insurance benefits offer the possibility of securing significant data on 
labor mobility, as between places and occupations, and on the patterns 
of employment and unemployment, and the levels of earnings and wage 
rates. This information will not be secured unless economists bring pressure 
on administrators to frame their questions in appropriate terms and occa- 
sionally to ask for more than is immediately essential for administrative 
purposes. 
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This session was organized as a panel discussion of the problems raised in the 
preceding session on the same topic. The members of the panel were: Arthur J. 
Altmeyer, Eveline M. Burns, Frank T. de Vyver, C. A. Kulp, Richard A. Lester, 
Sumner H. Slichter, George H. Trafton, and Edwin E. Witte. Discussion cen- 
tered on the impacts of social security legislation upon enterprise and mobility 
of capital and labor. Among the specific questions considered were the effect of 
separate state systems of unemployment insurance, of an extended duration in 
benefits, and of benefits for partial unemployment on the mobility of labor; 
the effect of merit rating and governmentally stimulated stabilization of em- 
ployment upon enterprise and enhanced employment; the general effect of pay 
roll taxes on enterprise and employment; and the impact of social insurance 
reserves on the general economy. During the first hour of the session discussion 
was carried on by the panel, but the succeeding hour members of the audience 
actively participated both in raising questions and in presenting additional com- 
ments and material. Initiated as an experiment in conference method, it is be- 
lieved that the sustained interest shown by the audience throughout the session 
warrants further use of this method at future meetings of the Association. Since 
no prepared papers were read and since time did not permit the development of 
specific conclusions, it seems best to report on the session more as an educational 
process than as the source of new findings. 

A list of questions was sent out to the participants well in advance of the 
meeting. Although time did not permit discussion of all of these questions, 
they are here presented as suggestive of the economic issues involved in social 
security policy: 


1. Is our present social security program compatible with the degree of mobility and 
enterprise of capital and labor necessary to the satisfactory operation of our economic 
system ? 


(a) Problems in unemployment insurance legislation: 
Do separate state systems impair mobility? 
Does merit rating impair enterprise in speculative expansion of employment 
and plant? 
Is governmentally stimulated stabilization of employment desirable or is 
intermittent operation of industry a necessary element of a flexible economy? 
Will extended durations in unemployment benefits lessen the mobility of 
labor? 
Do benefits for partial unemployment discourage the wholesome movement of 
workers out of depressed industries or areas? 
(b) Will the assessment of the full costs of old age and unemployment insurances 
upon employer and employee retard the development of new enterprise? 
Should part of the costs of such insurances be assessed on all taxpayers ac- 
cording to ability to pay in order to avoid any such retardation? 
(c) Will the provision of old age insurance protection enhance mobility and incen- 
tive of wage earners: 


In relieving younger workers of burdens and local ties due to dependent 
parents ? 
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In eliminating older workers and encouraging employment and earlier promo- 


Y tions ? 

In encouraging efforts of wage earners to earn and save more as a means of 

enhancing the basic protection afforded by old age insurance? 

In lessening the influence of company retirement programs on labor mobility ? 
he 2. Is the existing social security legislation likely to increase the security of some workers 
J while decreasing that of others? 

Non-covered groups under old age insurance: 
Self-employed ? 
“ni Farm labor and domestic employees? 
ity Less competent workers employed intermittently? 
of Employees affected adversely by stabilization resulting from merit rating ? 
in 3. Should social security legislation be broadened to give protection to the entire pop- 
or ; ulation and particularly to those groups who are the worst victims of insecurity ? 
m- What is the place of social insurances compared to assistance programs? 
Day Should flat benefits be paid regardless of previous earnings? 
How can existing social insurances be adopted to coverage of groups now excluded? 
ion 4, Would the adjustment of the ratio of federal matching of state grants for old age 
assistance according to the economic capacity of the state interfere adversely with the 
nce optimum allocation of labor and enterprise in the country as a whole? 
m- 5. Do the “unearned” benefits under the present oid age insurance program favor unduly 
be- wage earners in regions where lower average wages are paid? 
ion j 6. Does the present large size of unemployment insurance reserves in certain states affect 
nce j adversely business activity in those states? 
£ 3 If so, should pay roll taxes in those states be lowered or should benefits be in- 
creased ? 
_ 4 Would the pooling of unemployment insurance reserves under a national insurance 
; system permit a sounder reserve policy? 
the ; Would such pooling favor enterprise in states with less stable industries at the 
ons, ; expense of states with more stable industries? 
cial i 7. What will be the effect of “forced savings” under the social insurance programs upon 
; the rate of capital accumulation in this country? 
i 8. Are social security programs likely to affect materially either the level of wages or 
and i the volume of employment in covered industries ? 
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ROUND TABLE ON BANK DEPOSITS AND THE BUSINESS CYCLE 


JAMES W. ANGELL, Chairman 


The following papers were presented at this session: ‘The Significance of 
American Deposit Movements Since 1929,” by Martin Krost ; “Turnover and Idle 
Deposits,” by Victor M. Longstreet ; ‘Bank Deposits and the Stock Market in the 
Cycle,” by Fritz Machlup; and “The Behavior of Bank Deposits Abroad,” by 
Rifat Tirana. Donald S. Thompson, Norris Johnson, Walter R. Gardner, and 
Paul T. Ellsworth participated in the discussion of the papers. The papers by 
Professor Machlup and Mr. Tirana are published in full immediately following 
the round table summary. Mr. Thompson prepared a summary of his remarks. 

The chairman opened the discussion by calling attention to the growing inte- 
gration between the formerly separate fields of monetary theory, business cycle 
theory, and general economic theory; and to the shift of emphasis in monetary 
theory from the relation between money and prices to that between spending and 
income. 


MakTIN Krost: First, in 1928-33 total deposits and currency fell by 25 per 
cent; but by 1939 the total was 7 billion dollars above the 1928 peak. These 
extraordinary fluctuations in reported deposits are due chiefly to real changes in 
deposits, but are also due in part, to an unknown but presumably substantial 
extent, to the suspension and reopening of banks before and after 1933. The 
depression-period preference for holding currency rather than deposits con- 
tinued into the period of deposit expansion, and helps explain the slowness in 
the recovery of time deposits after 1933. The events of the period since 1928 
are difficult to reconcile with any simple formulation of the relation between 
money and prices, but despite short-run divergences, a general similarity in direc- 
tion and magnitude of movement is still visible between money supply and 
general economic activity. Second, the changes in bank deposits and currency 
can also be studied in terms of the offsetting changes in the other items of a 
consolidated balance sheet for banks, reserve banks, and the Treasury. This balance 
sheet shows that the most important factor in the decline of deposits in 1930-33 
was a decrease of 19.7 billion dollars in loans, offset only in part by increased 
holdings of United States securities and by reductions in bank capital. In the ex- 
pansion of 1933-36, the increased holdings of United States securities (9.5 
billion dollars) and the rise in the monetary gold stock (5.4 billions) were the 
most important factors; loans actually continued to fall. Third, information on 
the distribution of deposits by classes of holders casts light on the question of 
how far the deposit expansion since 1933 has placed deposits in the hands of 
those who have wo/ been induced, by the increase in their balances, to increase 
their expenditures (data from Statistics of Income, 1930-36, and the Federal 
Reserve Bulletin, October, 1939). The balances of most of the broad classes of 
holders for which data are available moved roughly with the total quantity of 
deposits and currency; this was conspicuously true of the “unclassified” group, 
which includes individual consumer balances, and which averaged some 70 to 72 
per cent of the total (the other large groups being “business,” “‘finance,” and 
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“public bodies”). But the finance group increased both the relative and the 
absolute size of its balances much more than the general average, after 1933, 
and so did the various public bodies. The largest relative increase was in the 
balances of life insurance companies, though the absolute size of their balances 
was comparatively small. In the expansion, deposits of foreigners, too, increased 
disproportionately ; and the accompanying gold inflows also increased bank re- 
serves, thus contributing to falling interest rates—again without directly increasing 
expenditures on goods or services. The comparative unwillingness of private firms 
and individuals to borrow also undoubtedly reduced the effect of federal spending 
on the national income. Finally, and rather broadly, the changes in financial 
deposits thus helped to loosen the connection between changes in total deposits 
and the flow of expenditures, both in contraction and in expansion. Financial 
deposits acted to some extent as a cushion in both directions, and prevented 
changes in total deposits from coinciding closely enough with changes in ex- 
penditures to be satisfactory either as a forecasting device or as a guide to policy. 


Victor M. LONGSTREET: First, the volume of deposits is now at an all-time 
high (estimated demand deposits in 1939 were 28.74 billion dollars), but their 
rate of turnover is at an all-time low, and the national money income is far under 
the level of the late 1920's. It follows that an unusually large volume of deposits 
is being held relatively idle or hoarded. On the assumption that hoards were zero 
in 1919 and 1929, and that the turnover rate of active deposits (estimated at 
3.84 a year) has not changed materially, the volume of idle deposits can be es- 
timated at nearly 11 billion dollars in 1939, more than one third of total de- 
mand deposits. This process of estimation is necessarily rough, and entails sub- 
tracting in 1925-30 an “abnormal” volume of active deposits used in security 
trading and the like (estimated at 1.6 billion dollars in 1929), but is believed 
to yield results broadly representative of the actual situation. Second, until 1933 
hoards as thus estimated moved roughly inversely with national income, as it 
seems a priori reasonable to expect, but since 1933 have expanded as income 
rose (except in 1937). This latter behavior is probably in large part, however, 
a coincidence. Hoards did not grow because income rose, but rather grew in 
considerable measure because of the influx of foreign capital (which in 1933-39 
amounted to about 4 billion dollars, or about two thirds of the estimated in- 
crease in hoards in the same period). A part of the increase in deposits spent 
by the federal government must also have moved into hoards, as the incomes of 
certain groups rose. Third, the relation between interest rates and hoards was 
not close in the 1920's and early 1930's, but since 1933 hoards have increased 
when interest rates fell, and conversely. This is not a necessary confirmation, 
however, of Keynesian theory; many of the groups who were probably hoarding 
would never have used idle funds to buy securities. Fourth, a partial analysis 
of deposit turnover for various economic groups shows wide differences. Turn- 
over rates are usually highest in New York City banks holding deposits of se- 
curity dealers, and in banks in agricultural and livestock marketing centers; 
lowest in banks holding a large volume of individual financial and personal 
holding company accounts. Moreover, the fluctuations in turnover rates in 1925- 
34 were widest in large cities; narrowest in small. Other data indicate that 
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turnover may have been twice as high in service and professional occupations, 
for example, as in mining and quarrying. These various types of information 
suggest that a variety of considerations other than the current money volume 


of transactions helps to determine the size of deposit balances held currently 
idle. 


DONALD S. THOMPSON: In attempting to find a common denominator for 
the papers that have been given this afternoon one reaches the conclusion that 
they illustrate one point rather well; namely, that deposits as an entity is not a 
particularly useful concept either for economic theory or in the determination of 
monetary policies. What we are really dealing with is a series of categories of 
deposits responding differently to the various stimuli to which they may be ex- 
posed. If we combine the essentials of Mr. Machlup’s analysis with Mr. Long- 
street’s analysis we could have situations wherein the national income was rising, 
the volume of deposits was remaining unchanged, and the velocity of deposits was 
actually being reduced. Similarly, we could postulate a situation wherein national 
income was increasing, the velocity of deposits was »ractically unchanged, and 
the total volume was actually declining. It is not the amount of total deposits that 
counts but where these deposits are located, to what use they are being put, and 
what they really represent. It would appear to me that more fruitful contributions 
to monetary and banking theory can be made from studies of the credit needs of 
individual businesses and industries and the effects of their operations upon the 
economy as a whole than by the study of deposits per se. 


Norris JOHNSON spoke of the frequent relative insensitivity of deposits 
to business cycles, as in 1924 and 1937. This he attributed partly to the fact that 
bank loans fluctuate roughly with business activity, but that bank investment port- 
folios move, in substantial degree, inversely therewith. WALTER R. GARDNER 
said he had been struck by the wealth of illuminating detail, but also by the lack 
of significant broad conclusions, which the papers had exhibited. He thought that 
in order to get at the factors controlling the flow of expenditures, it would be 
necessary to bring in not only demand deposits but also time deposits, holdings of 
liquid bills and notes, short governments, etc. A firm holding these latter categories 
of assets is nearly as able to increase its current expenditures quickly as one 
holding demand deposits alone. The next desirable step should therefore be a 
series of case studies of separate firms and individuals, with respect to the 
behavior of their deposit holdings and the reasons for changes in the composition 
of their liquid assets as a whole, rather than additional broad over-all studies of 
deposits and turnovers. PAUL T. ELLsworTH concluded the discussion with a 
general review. In particular, he questioned Professor Machlup’s conclusion that 
brokers’ loans have little deflationary effect on the industrial circulation, arguing 
rather that had there been no such loans in the late 1920's there would have 
been larger contemporary spending on consumption and investment, and a less 
severe financial deflation in the early 1930's. 
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BANK DEPOSITS AND THE STOCK MARKET IN THE CYCLE 


By Fritz MACHLUP 


I. Bank Funds, the Stock Market, Industrial Circulation 


This is not a discussion of the role and significance of the stock market in 
the business cycle. Assigned to me for analysis was only the relationship between 
the stock market and bank deposits in the cycle. Thus, the conclusions of my 
analysis will be concerned with the influence of the stock market upon the 
availability of bank funds to the industrial circulation, but they will not be 
concerned with other important influences which the stock market may or may 
not exert on industrial activity. 

I need not remind you of the widely held theory that the stock market absorbs 
bank funds during the boom or, at least, during the later phases of the boom; 
and that this has deflationary influences upon industrial circulation. The conclusion 
of my analysis will be that such deposit absorptions and deflationary effects are 
possible but that they are unlikely to occur during the boom; that the net effects 
of the stock market via bank deposits’ use upon industrial circulation are more 
likely to be inflationary throughout the boom. My discussion will refer most of 
the time to the prosperity phase, although the method of my analysis is equally 
applicable to other phases of the cycle. 

We have almost no data on the facts in question for any cycle before the 
twenties. Several writers have recently denied our right to speak of business 
cycles since 1914. I shall not heed their warning. Most of the problems which I 
have to discuss have arisen during the boom of the twenties which thus is the 
reference period for my analysis. 

The discussion of the so-called “credit absorption” problem during and after 
the boom of the late twenties suffered probably from the confusion between 
“credit’’ meaning bank loans and “credit’’ meaning bank deposits. It should 
be clear that he who receives bank loans generally does not retain the resulting 
bank deposits. An analysis which looks only into volume and distribution of 
bank loans and fails to look into volume, use, and distribution of bank deposits 
is utterly incapable of saying anything about the economic effects of particular 
loans. Before one can see what data are needed in this respect, one must try to 
orientate himself by means of a logical analysis. 


II. An Analysis of the Possibilities 


Sources and Destinations of Funds. 1 have prepared a table which should help 
to clarify some of the possible sequences. On the one side of the table I have 
listed the immediate sources of the bank balances which may have been used in 
the purchase of securities; on the other side I have listed the possible subsequent 
destinations of these deposits. 

I hope that most of the distinctions made in the table are self-explanatory. 
Sources 1 and 2 are previously existing bank balances; sources 3 and 4 are 


‘Credit is due to many authors—such as C. O. Hardy, W. J. Eitman, and others—who 
have in the past contributed to the analysis of the problem. For detailed references see my 
book, The Stock Market, Credit, and Capital Formation (London and New York, 1940). 
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SouRcES AND DEsTINATIONS OF BANK Deposits wiTH WHICH SECURITIES ARE PurCHASED 


in sources Possible destinations 


1. Previously inactive person: al or busi. a) held by broker 
ness deposits 


2. Previously active personal or ary 6) circulating among consecutive sellers (through 
ness deposits in-and-out trading and remittance after each 
sale) 


. Deans newly created by a banking | c) held inactive by seller (individual or firm) 
system which would not have found 
suitable industrial ers 


4. Deposits newly created by a banking | @) canceled by loan repayment to banking system 
system which is nearly “loaned up” which has no other suitable borrowers 
and restricts loans to business — 
e) canceled by loan repayment to banking system 
which has been “loaned up” and restricted loans 
to business 


| f) used by seller (or later payee) for “real invest- 
ment” 


| ¢) used by seller (or later payee) for consumption 


Effects on Industrial Circulation of the 28 Combinations of Sources and Destinations 
Inflationary: 1.¢, A 1-g 
3f, 
Deflationary: 2 2-¢, 2-4, 
4-a, 4. 4-¢. 
Neutral: 1-a, 1 1-d, 
2- e, 2-g, 
3.8, 3.8, 3-4, 3d, 
4c, 4f, 4g. 
Contradictory: 3-e, 
4d. 


newly created balances. Destinations a, b, and ¢ pertain to the so-called “financial” 
circulation; destinations d and e are deposit cancellations; destinations f and g 
are part of the industrial circulation. 

The Sources. As to sources 1 and 2, the existing deposits, one had better 
distinguish between ‘‘otherwise’’ inactive and ‘‘otherwise’’ active balances, rather 
than “previously” inactive and ‘‘previously’”’ active balances. However, what 
would “otherwise” happen to a balance is not amenable to empirical investigation. 
But one might perhaps arbitrarily assume that balances, if they had not been used 
for security purchases, would have continued in their previous employment or 
unemployment; and this previous employment or lack of it could be ascertained, 
although no such statistical information is available as yet. By idle or inactive 
balances I mean the minimum balances on bank accounts over a relevant period 
of time; that is to say, the balances which during that time have not been 
checked out. 

Sources 3 and 4 present other difficulties for empirical work. One can never 
know whether it was in fact the desire for security purchases that has led to an 
increase in bank loans. The form and quality of a loan does not tell us much; 
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loans on securities may be taken to buy an automobile, a commercial loan to buy 
General Motors shares, brokers’ loans to pay a customer who buys a truck. I am 
not able to offer any way out of our ignorance concerning these facts.? 

The distinction which I am proposing here by separating source 3 from source 
4 is of a different kind. It is a distinction which is both analytically important 
and empirically treatable. Source 3 refers to credit from a banking system with 
plenty of free lending capacity; source 4 to credit from a banking system which 
is loaned up and thus can serve one seeker of bank credit only at the expense 
of others. 

It will be clear that the distinction between 3 and 4 is analogous to that 
of 1 and 2. The use for stock purchases of deposits 1 and 3 (otherwise inactive 
balances and balances which would otherwise not be created) can in no case 
involve an encroachment upon industrial circulation whereas it may involve 
a positive contribution to industrial circulation. The use for stock purchases of 
deposits 2 and 4 (otherwise active balances and balances which would otherwise 
be created for other purposes) can in no case involve a positive contribution to 
industrial circulation whereas it may involve an encroachment upon it. All de- 
pends now on the subsequent destinations of the deposits in question. 

The Destinations. An absorption of bank balances by the financial sphere can 
take place in these three ways: (a) they may become deposits held by brokers ; 
(b) they may become deposits circulating among occasional speculators when 
each of them puts his sales proceeds for a short while into his bank account be- 
fore reinvesting again; (c) they may become the inactive deposits of sellers of 
securities who do not plan to reinvest for the time being. The separation between 
a and the other two is simple, but the separation between 5 and ¢ is not. Yet, 
for theoretical reasons it is advisable to distinguish 6 and ¢ because of the 
different motives of the depositors. I shall say more about all three destinations 
when I discuss their probable quantitative significance. At this place I mention 
only that destinations 4, b, and ¢ would have deflationary effects upon industrial 
circulation if combined with sources 2 and 4; their effects would be neutral in 
combination with sources 1 and 3.3 

The effects of deposit cancellation through bank credit repayment will depend 
partly on the state of the banking system. For this reason one has to distinguish 
between d, the case of a banking system with no suitable outlets for funds, and 
e, the case of a fairly well-loaned-up banking system with plenty of outlets. 


Destination d will involve a final extinction, destination e a merely temporary 
extinction, of bank balances. 


* The thought that the banker can know the use of the funds which he advances is mis- 
taken; a loan for the purchase of raw material will release other funds for other purchases. 

*Two interesting qualifications to this statement were suggested to me by Professor 
Fritz Lehmann: (1) The use of funds from sources 1 and 3 for building up deposits a, 
, and c, although per se neutral, will permit of reduced security yields; these, in turn, 
may invite increased investment and, thus, result in an inflationary effect. (2) The use for 
4, b, and ¢ of funds from source 1 would reduce excess reserves of American member banks 
if the funds had been in time deposits and were afterwards in demand deposits; the transfer, 
although per se neutral, might in this case have potential deflationary influences. If, on the 
other hand, the funds had been first in idle demand deposits and were afterwards in time 


deposits (for destination ¢), excess reserves would be released and the potential influence 
might be inflationary. 
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Deposit cancellation in connection with security transactions in the boom 
period have most probably a net effect of nil, especially if the bank credit re. 
payment is nothing but the erasure of an immediately preceding credit creation, 
Inflationary and deflationary net effects are, however, by no means unlikely, 
Inflationary is combination 1-e, where an otherwise idle balance is used for 
loan repayment to a banking system which has other outlets for funds. (Illustra- 
tion: A previously inactive bank balance is deposited with a broker with an 
order to buy securities; the sellers continue to speculate in the market, leaving 
the sales proceeds with their brokers; brokers’ loans from banks can decline, 
deposits disappear, and the banks’ lending capacity is released for other uses.) 
Deflationary is combination 2-d, where an otherwise active bank balance is 
used for repaying bank loans when the banking system has no suitable outlets for 
funds. Other combinations (1-d, 2-e, 3-d, and 4-e) are neutral in their effect 
on industrial circulation. 

Destinations f and g are the cases where the bank balances received from 
security sales are subsequently employed on the markets for goods and services; 
that is to say, the deposits enter into, or return to, industrial circulation. The 
distinction between f and g¢ is that between disbursement for “real investment” 
and for consumption. An illustration for f is a corporation using the proceeds 
from new stock issues for the acquisition of productive equipment and inventory. 
An illustration for g is a profit-taking speculator using parts of the proceeds 
for consumption. But surely, new funds raised by a corporation may well go into 
consumption and the proceeds from selling old security holdings may go 
into real investment. 

Destinations f and g, that is, the use of bank balances on commodity markets, 
are clearly inflationary in combination with sources 1 and 3. They are neutral 
with respect to industrial circulation if combined with sources 2 and 4. 

We have seen from this sketch that the use of funds for stock purchases may 
be inflationary, deflationary, or neutral with regard to industrial markets. In 
the controversy about the so-called “credit absorption” by the stock market one 
side contended in effect that destinations 2, b, and c were prevailing during the 
boom, the other side held that destinations f and g were prevailing. Statistical 
evidence was not available and most of the facts submitted as corroboration 
for the particular thesis could not possibly prove what they were supposed to 
prove. As long as our statistical information about distribution and utilization 
of bank deposits is not more complete we can do no better than extend our 
logical analysis to the question of the comparative probabilities‘ of the various 
combinations shown in our table. 


III. An Analysis of the Probabilities 


Brokers’ Bank Balances. With regard to destination a, that is, to the use of 
(previously existing or newly created) bank deposits for augmenting the cash 
balances of brokers, we do have statistics from the fall of 1935 on. If it is at all 
meaningful to compare these brokers’ bank balances at the end of a month 
with the volume of transactions during the month, one may be impressed by 


‘The probabilities of the different combinations are of course not expressed in number 
of cases but in dollar vaiue of the balances involved. 
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the absence of any significant degree of correlation or of concurrent deviations. 
Similar comparisons of the volume of brokers’ cash balances with other stock 
market indices such as stock prices, brokers’ loans, etc., show likewise no 
correlation and no concurrence of change. This would not rule out that such 
concurrence might have existed during other periods for which we have no 
figures, for example the 1928-29 boom. So it is well to examine all possible 
motives for a substantial increase in brokers’ bank balances which might occur 
in consequence of increased stock market activity. 

The following hypothetical reasons for increased balances have been ad- 
vanced. First hypothesis: Increased customers’ deposits with brokers may cause 
the brokers to carry larger bank balances. Objection: Brokers have no reserve 
requirements. They meet sudden withdrawals by borrowing from the banks and 
need not carry higher cash reserves. Second hypothesis: Increased in-and-out 
payments from and to customers would automatically make for high bank 
balances of brokers. Objection: Brokers have the possibility of adjusting almost 
perfectly, through their borrowings and lendings, the credit balance on their 
bank account. Unlike the corner grocery store, the brokerage firm need not have 
a larger cash balance at the close of the day’s business than it wants to have. 
Third hypothesis: When brokers’ borrowings from banks increase in con- 
sequence of increased buying on margin, brokers may be compelled to carry 
with the lending banks so-called “compensating” balances, i.e., minimum bal- 
ances which must not be checked out. Objection: Such rules concerning service 
balances (of about 10 or 15 per cent of the amounts loaned), which some 
banks impose on commercial borrowers, are usually not imposed on brokers. 
Fourth hypothesis: As the volume of stock trading rises, the clearing balances 
between brokers increase and must be settled by check payments; for this in- 
crease in payments brokers must carry higher balances. Objection: Apart from 
the fact that it is not the increase in stock trading as such but rather an increase 
in unevenly distributed business among different brokers which gives rise to 
the increase in clearing balances, it is by no means true that increased bank 
balances are needed for the settlement. Arrangement of new and repayment 
of old brokers’ loans can take care of the settlement without leading to higher 
bank deposits. 

More important than all the arguments for or against the contention that 
substantial increases take place in the brokers’ bank balances is the fact that 
brokers’ balances are an altogether insignificant amount in relation to the de- 
posits in industrial circulation, During the last four years for which the Federal 
Reserve Board has figures, brokers’ bank deposits moved between 179 million 
dollars as a low and 268 million dollars as a high. Expert estimates contend 
that the figures were much lower in the late twenties. Now if a violent boom 
could make the highest of these figures go up by 100 per cent and if the in- 
crease were at the expense of other groups of depositors, the ‘‘absorption’’ 
would amount to less than 1 per cent of existing bank deposits. In other words, 
destination 2 does not count. 

Speculators’ Bank Balances. My argument with regard to destination b is on 
less firm ground, though it is, I believe, sufficiently safe for the forming of a 
general impression. Destination 4, in our list, is the use of bank deposits (of 
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individuals and firms other than brokers) for repeated in-and-out trading in 
securities. It is, thus, not the bank balance of the seller who has definitely with- 
drawn from the stock market and keeps the deposit idle or merely waits to use 
the funds in his business or for his consumption. Bank deposits 6 are actively 
passing from account to account, each single owner disposing of his balance 
when he buys securities, receiving it again when he sells, and disposing of it 
again when he buys another stock which he considers more attractive. 

The objection against the hypothesis that large amounts of balances 6 en- 
croach upon other spheres of circulation is this. The typical American specu- 
lator on large or on small scale would not bother each time to take the proceeds 
from selling his stock “home’’ to his bank account as long as he wants to buy 
another stock. He who sells in order to buy again usually leaves his credit 
balance with his broker (who does not thereby increase his own bank balance). 
The monetary circulation among the in-and-out traders does not take place on 
their bank accounts but on their brokerage accounts. The seller is credited on 
his brokerage account, and debited again when his new buying order is carried 
out. Bank balances are usually not in the game until a seller decides not to buy 
any more for the time being, but rather to withdraw and to ask the broker 
for his check. 

It has been said, however, that in the days of highest speculative fever the 
ranks of speculators were joined by many common people who actually would 
“take home” their money after each round of the game and leave it for a short 
while with their banks until they got into the market for another round. If 
their stock purchases were originally financed by otherwise active personal or 
business deposits, an increase of these 5 balances would actually constitute de- 
flationary deposit absorption for stock market transactions. It is, however, more 
probable that the original stock purchases of the newcomers to the stock market 
were largely financed out of otherwise inactive deposits, especially savings de- 
posits; and this would neutralize the accumulation of b balances. (Combination 
1-b is neutral; 1-f and 1-g are inflationary.) 

One may add that the speculative fever is apt to rise so high (as to attract 
the peculiar group of people which operate on bank balances rather than 
brokerage accounts) only if an inflationary movement has proceeded quite far. 
Any “deflationary” effect of the increase in 6 balances would then not be a 
net effect but rather an induced response to the inflation that has been going on; 
at best it would be a partial offset and slow-down of the continuing monetary 
expansion. 

Before proceeding to destination ¢ one ought to mention that probably most 
of the authors who spoke of the considerable deposit absorption by the stock 
market meant stock market transactions (hence, destinations a and 6) and 
not induced hoarding by those who abstained from transactions (i.e., destination 
c). Really significant augmentations of balances a and b are, however, very 
unlikely. This seems to be established beyond doubt as far as a is concerned; 
with regard to b we can only point to the above reasoning for what it may be 
worth. 

Hoarders’ Bank Balances. Destinations a and b were not taken seriously by 
Mr. Keynes, who was the most prominent author to emphasize the importance 
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of destination ¢. This is an increase in idle balances which is said to accompany 
increased securities prices. The increase is explained by the properties of the 
liquidity preference function as determined by the so-called “speculative motive” 
of holding idle cash balances. If securities prices are very high and their yield, 
therefore, relatively low, and the chance that prices will soon fall is felt to be 
greater than the chance that they will rise further, then many people will get 
out of the security market and will stay out. They will prefer to be liquid; 
that is, according to Mr. Keynes, they will prefer holding cash balances to hold- 
ing securities. Thus, while the bulls might use otherwise active or newly bor- 
rowed funds for the purchase of securities, the bears would keep their proceeds 
idle. Destination ¢ would absorb balances, the effect being neutral if they came 
from sources 1 and 3, but deflationary upon industrial circulation if they came 
from sources 2 and 4. The latter is held by Mr. Keynes’s theory. 

No direct evidence is available to test or disprove this theory. One indirect 
piece of evidence might be taken as speaking against the theory: the figures 
on the velocity of circulation of bank deposits. If it were true that old, active 
deposits and newly created deposits were condemned to idleness in the later 
phases of the boom, there would be a tendency for the velocity of circulation of 
bank deposits to decrease. We know from our statistics that velocity increased 
greatly during the boom of the twenties and probably also during other boom 
periods. Of course, it may have been other things which overshadowed such a 
tendency, for instance, the increase in purely financial transactions. Yet, even if 
New York City figures are eliminated and if the figures for banks outside of 
New York were corrected for any conceivable increase in financial turnover, 
there would remain, I think, a sufficient increase in velocity to call seriously 
in question the quantitative importance of destination ¢ during the boom. 

But we need also a theoretical argument which could explain why Mr. 
Keynes's theory, which sounds perfectly plausible, should not have been realized 
during the boom of the twenties. That larger amounts of liquid funds are de- 
manded when security prices are regarded as too high by many capitalists seems 
so probable a development that one can hardly cast doubt on it. The desire for 
liquidity of these bearish security sellers can, however, be satisfied by other 
things than idle cash balances. First-class short loans may at times be just as 
desirable an asset or perhaps more desirable because they combine yield with 
liquidity. And since the bullish buyers of securities are anxious to borrow on 
margin, we can find in the secured call loans the liquid assets to satisfy the 
sellers’ liquidity preference. Why carry idle bank balances with no or little 
interest when one can make perfectly secure call loans at attractive interest rates ? 
Here, incidentally, we find the explanation for those mysterious 31/4 billion 
dollars of “brokers’ loans on account of others” which alarmed the authorities 
in 1929. These call loans—instead of idle bank balances—were the liquid assets 
of those who did no longer wish to hold securities (or to buy other high-priced 
assets), and at the same time they enabled those who wanted to hold securities 
to do so without the use of bank loans.® 

* J. Tinbergen, in his Business Cycles in the United States of America, 1919-1932 (Vol. 
Il of Statistical Testing of Business-Cycle Theories, League of Nations, 1939) assumes for 


his “model” that individuals and firm (other than banks) have no demand for short 
claims. This assumption may invalidate some of Tinbergen’s conclusions. 
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I submit that the larger part of these ‘brokers’ loans on account of others” 
did not represent either absorbed bank balances or absorbed credit facilities or 
absorbed funds of any sort. Sellers of securities, old or newly issued, used the 
proceeds for making loans to the stock market, i.e., indirectly to the buyers of 
their securities. The buyers, in this case, did not use any funds for the purchase; 
the sellers did not receive any funds from their sale. With regard to these 
amounts of brokers’ Joans on account of others, that is, to the extent that these 
loans financed securities purchases, one may say that the buyers (who used these 
loans) did not possess any funds which they might have used for buying any- 
thing other than the securities, and the sellers (who financed their security 
sales through these loans) did not possess any funds which they might have used 
for loaning to anybody other than the margin buyers. In other words, a 
large part of the brokers’ loans in 1928-29 were nothing that could have been 
at the expense of other economic spheres. The bulls wanted securities and 
offered their secured call-loan debts; the bears offered securities and wanted 
secured call-loan claims. The banks acted as middlemen—they could not do it 
under the present laws—but they were in substance no direct party to that ex- 
change of long-term securities against demand loans.® 

An obvious objection to my theory would be that not every bearish seller 
would have the experience and the connections to make loans to the stock ex. 
change; only the big bears, large corporations, and wealthy capitalists would be 
able to do it. This is probably so; but were not the little fellows without ex- 
perience and connections exactly those who held on longest to their stocks and 
were finally caught when the market broke? The few little bears who sold and 
began holding bank balances while the boom was still on, were probably greatly 
outnumbered by the many little bulls who joined late in the game and mobilized 
their otherwise inactive savings deposits in the final phase of the boom. 

The building up of excessive idle bank balances (destination ¢) thus does not 
seem to have been a general development of the boom period. It is in the down- 
swing’ that the deflationary force of destination ¢ becomes fully effective. When 
security owners liquidate their holdings and have no margin loans to pay and no 
margin loans to give and no attractive real investments to make, then they will 
keep idle the balances of those who buy the securities out of their previously 


* Here is a schematic illustration of the loans of sellers to buyers as reflected in the 
movements in the brokers’ balance sheets: 


All brokers 


P || 
Cash in banks || Deposits of customers 
Loans to customers + || Loans from banks 
| Loans on account of others + 


" The liquidation during the first phase of the downswing may be mainly on the part of 
new bears who cannot build up idle balances. The former bulls, suddenly transmuted into 
bears, have to pay their margin debts. If the former bears are now willing to buy back at 
reduced prices, the margin loans can be liquidated as easily as they were built up, without 
any bank balances in the play. In subsequent phases of the downswing, however, the sellers 
who could not realize enough to settle their debts have to use current savings (otherwise 
active balances) to pay up (2-¢), and the sellers who could realize more than they needed 
for debt payments begin to pile up idie bank balances (2-c). 


| 
f 
| i 
| 
| 
A, 
| 
| 
i 
| = 
| 
| 
4 


hers” 
es or 
d the 
ts of 
hase; 
these 
these 
these 
any- 
curity 
used 
ds, a 
been 
and 
ranted 
do it 
at ex- 


seller 
ck ex: 
uld be 
ut ex- 
and 
d and 
zreatly 
ilized 


es not 
down- 
When 
ind no 
ey will 


viously 


| in the 


+ 


part of 
ited into 

back at 

without 
sellers 
therwise 
y needed 


Round Table on Bank Deposits and the Business Cycle 91 


active funds; then combination 2-c has started its deflationary work. But nobody 
has doubted that there was deflation during the downswing. 

Real Investment and Consumption. 1 do not think that an increase in balances 
a, b, and ¢ during the boom can be denied. But I believe that the probabilities of 
these destinations (measured by amounts of funds) are smaller than the proba- 
bilities of funds flowing from sources 1 and 3. (1+3>4+6+¢.) This 
means not only that deposit absorption in 4, b, and c is likely to be perfectly 
neutral but also that there is probably an excess from the sources 1 and 3 going 
into destinations f and g. The net effect, obviously, would be inflationary. 

I should now expect a challenge to show that destinations f and g (real in- 
vestment and consumption) were actually realized to such an extent as to absorb 
the vast amounts that have flown onto the stock market and, according to my 
contentions, have not gone into destinations a to e. 

There is no way of telling how much has flown onto the stock market. But 
must I not submit proof that at least the eight or nine billions of brokers’ loans 
of 1929 have gone into real investment or consumption? I would not know how 
to prove this and I do not have to prove it. I showed before that a large part of 
these brokers’ loans were not bank balances, not actual funds, not purchasing 
power for anything other than securities. They were, to an important extent 
(perhaps the bulk of the 1928-29 increase), debts of the buyers of shares to the 
sellers of shares.* Thus, large parts of these ‘‘brokers’ loans on account of others” 
could be used for real investment or consumption no more than they could be 
piled up as idle balances. The rest of the brokers’ loans represented bank funds, 
old or new, a large portion of which entered the industrial markets and probably 
contributed to the increase in real investment and consumption that took place 
during the years under consideration. For this inflationary increase stock specu- 
lation was, I believe, in no small measure responsible. 


* From September, 1927, to September, 1929, brokers’ loans of New York City banks for 
own account and for account of out-of-town banks increased by 552 million dollars while 
their brokers’ loans for account of others increased by 2,726 million dollars. 


| 
| 


BEHAVIOR OF BANK DEPOSITS ABROAD 


By RiFaAT TIRANA 


In most discussions on the behavior of money in general and of bank deposits 
in particular attention is almost exclusively centered on the accounts of institu- 
tions going by the blanket description of ‘“‘commercial banks.” In a few cases this 
restriction of attention is dictated by the absence of complete data. More gener- 
ally, however, it is due to a theoretical predilection in favor of the more familiar 
institutions one has been taught to regard as the principal channels or vehicles of 
the monetary ebb and flow. The present note has a twofold purpose. The first is 


t= DISTRIBUTION OF AGGREGATE DEPOSITS 
AMONG FOUR GROUPS OF DEPOSIT-RECEIVING 
INSTITUTIONS END OF 1936 < 


to draw attention to the existence of important deposit receiving institutions 
other than commercial banks and thereby to point out that the usual procedure of 
ignoring them leads to overlooking essential factors in the behavior of the 
monetary system. Secondly, the note attempts to examine briefly the extent to 
which the available deposit series for certain countries abroad display, despite 
the diversity of their content and significance, common features in their broad 
movements. 

The broad differences in the banking structure as between countries are illus- 
trated by Diagram 1. This shows roughly the percentage distribution of aggte- 
gate banking deposits among four groups of deposit receiving institutions othet 
than central banks at the end of 1936 in nineteen countries.* 


‘The figures used are total deposits; the aggregates involve a certain amount of double 
counting because it has not ‘abe ays been possible to exclude interbank deposits. The insti- 


be 
| 
| 
| 
| 
be OA CHILE US TRA FIN NEW 
ER ~ AFRICA LIA LAND O&N- 
| JAPAN MARK A- NETHER 
VY 
509 KX? A 
| a 
| 
i a 
F 
H 
} 
4 


titu- 
this 
net- 
iliar 
5 of 
‘st is 


tutions 
jure of 
of the 
tent to 
despite 
- broad 


illus- 


agegre- 
1s other 


f double 
“he insti- 


Round Table on Bank Deposits and the Business Cycle 93 


The lumping together not only of different kinds of deposits of the same type 
of institution but also of the totals of various types of deposit receiving organiza- 
tions calls for certain comments by way of justification. In the first place, it 
should be pointed out that in the majority of countries the differences between 
various types of institutions are largely nominal or legal, and that such variations 
as have existed in the degree of specialization have increasingly narrowed 
throughout the postwar years. Secondly, the distinction between types of deposits 
is rarely as clear cut as it is in this country. Legal definitions are not common; 
when they exist, or when convention or tradition provides for a separation of 
deposits into distinct types, such separation is often not enforced in actual prac- 
tice. 

The juxtaposition of the disposable funds of commercial banks and of other 
deposit receiving institutions is justified on other grounds. Broadly speaking, the 
accounts of commercial banks are affected to a very large degree by foreign 
developments, foreign trade and capital movements in the case of the bigger 
countries, and the course of foreign commerce in that of the smaller countries. 
The accounts of the other deposit receiving institutions, on the other hand, may 
be said to reflect principally domestic conditions. The movements of the accounts 
of these two big groups may be expected to be similar only in cases where the 
national economy is extremely dependent on foreign trade. In fact, these move- 
ments are frequently divergent. For these reasons the behavior of important 
deposit receiving institutions other than commercial banks throws considerable 
light on developments reflected only with a considerable lag by the accounts of 
the commercial banks. An obvious example is the English building boom of the 
early thirties. This boom, which is generally considered to be the major contrib- 
uting factor to the recovery in England, Sweden, and Finland, was financed 
through the building societies. Equally significant are the illustrations afforded 
by Japan, Italy, and Germany, where the employment creation programs and re- 
covery were initiated outside the commercial banking system. In Italy and Ger- 
many deficit financing was successfully carried through regardless of the condi- 
tion of the commercial banks which continued critical until very recently. 

A detailed study of the relationships between the accounts of various groups 
of deposit receiving institutions is not possible owing to the absence of compre- 
hensive data. An attempt at a rough illustration of one of these relationships may 
be made on the basis of the figures plotted in Diagrams 2 and 3.2? These show 


tutions covered are all those for which data are available. As in numerous cases compre- 
hensive data on all deposit receiving institutions do not exist, the figures used for the 
diagram tend to exaggerate the relative importance of commercial banks. The division into 
four groups is approximate and not necessarily consistent throughout. The first group com- 
prises all “commercial” or joint-stock banks. For the United States the group includes all 
banks other than mutual savings banks. The second group includes ordinary savings banks, 
postal savings banks, and other savings banks. Public banks are those owned and run by 
local governments, e.g., the Swiss Cantonal banks, or by the central governments, e.g., the 
Special” banks in Japan. The last group is heterogeneous, and comprises one or more of 
the following types of institutions: peoples’ banks, credit associations, building and loan 
associations, trust and finance companies, and mortgage or agricultural banks receiving 
deposits from the public. 

* Explanation to Diagrams: Diagram 3 is drawn to a scale different from that of Dia- 
gram 2. France: A = 4 leading deposit banks (deposits include correspondent creditors) ; 
B = Caisse Nationale and Caisses d’épargne privées. Italy: A = 4 (3) leading commercial 
banks (deposits include correspondent creditors); B = ordinary savings banks and post 
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the monthly movement since 1925 of the total deposits of commercial banks and 
of savings banks in six countries. The figures are not as comprehensive as the 
yearly data used for Diagram 1, but they may be taken to be fairly representa. 
tive, on the one hand, of the movement of commercial bank deposits and, on the 
other, of the evolution of deposits with other institutions except, perhaps, for 
Italy and Japan. In the case of these two countries the inclusion of the deposits 
of public banks and other credit institutions with those of the savings banks 
would probably accentuate the trend of the latter to a striking degree. 

2-TOTAL COMMERCIAL AND SAVINGS BANKS DEPOSITS 


FRANCE A-COMMERCIAL BANK DEPOSITS| B-SAVINGS BANK DEPOSITS 


|__| 


1925 1926 (927 (928 1929 (30 931 (932 1933 1934 1905 1990 0937 1908 


Attention may be drawn to three broad features disclosed by the series. The 
first is the fact that the present relative importance of savings banks is not of 
recent origin or solely a product of the Great Depression. The relative growth 
of savings banks and of the other deposit receiving institutions represented by 
them is a distinct postwar phenomenon which becomes noticeable with the cessa- 
tion of the inflation of the early twenties. Secondly, apart from seasonal varia- 
tions, the growth of savings banks deposits has not been erratic, and, apart from 
Australia, has been in general steadily upward. Thirdly, except for Australia 


office. Finland: A = all commercial banks; B = ordinary savings banks, P, O. savings 
banks, and consumers co-operative societies. Japan: A = all clearing house banks; B = 
ordinary savings banks and P. O. savings banks. Denmark: A = all commercial banks; 
B = ordinary savings banks. Australia: A = trading banks; B = ordinary savings banks 
and Savings Bank Department of the Commonwealth Bank. 
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where the two series move in a parallel direction until the middle of 1931, the 
movement of savings bank deposits is not subject to a cyclical pattern closely 
resembling that of commercial bank deposits. In fact, the two series disclose dis- 
tinct divergent movements for the greater part of the period covered by the 
diagrams in the case of Italy, France, and Denmark. Further, the rate of growth 
of savings banks deposits in Finland is greater than that of the commercial bank 
deposits throughout the years under review, and a similar occurrence is observ- 
able in Japan until about 1934. 


3- TOTAL COMMERCIAL AND SAVINGS BANKS DEPOSITS 


a 


N 


A-COMMERCIAL BANK DEPOS 
B-SAVINGS BANK DEPOSITS 


1925 26 ‘27 ‘28 29 ‘30 ‘31 ‘32 ‘33 34 ‘35 ‘36 37 ‘36 ‘39 


The significance of the developments just described may now be briefly 
discussed. In passing, stress may be laid again on the obvious inference that 
monetary analyses based on a study of commercial bank accounts alone are 
bound to be, in the case of an important group of countries, inadequate, if 
not misleading. The large growth of deposits and its increasing concentration 
in institutions other than commercial banks are manifestations of the same 
postwar phenomenon; namely, the growing importance of the state. The shift 
from the stocking to a deposit account no doubt played a role. It would appear, 


*Monthly data are not available for other countries where similar developments may be 
observed, From annual series it may be said, however, that the experience of Germany, 
Bulgaria, Poland, Czechoslovakia, Yugoslavia and, to a lesser degree, the Netherlands, was 
broadly similar to that of France. The evolution of deposit receiving institutions other than 
commercial banks in Switzerland resembles somewhat that of Denmark, while this evolu- 
tion in Sweden and Norway follows largely the Finnish pattern. Developments in this field 
in New Zealand and South Africa are not unlike those in Australia. 
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however, that the main contributing factor was the increasing demand of the 
state for capital. The expenditure of this capital, together with other govern. 
mental measures, when not leading to increases in national income, tended, 
at least, to distribute that income more evenly. Increases in national income 
or its more even distribution were accompanied by the development of thrift 
among classes which before the war were not accustomed or in a position to 
save, or to save to a like extent. It is mot an accident that the divergent 
evolution of commercial banks and of other deposit receiving institutions should 
be most marked in countries most adversely affected by the war and where 
the demand of the state for capital has grown rapidly. 

These “new’’ savings have been mostly entrusted to institutions other than 
commercial banks; namely, savings banks, people’s banks, mutual credit associa- 
tions, building societies, and public credit organizations. This development is 
not surprising, partly in view of the source of the savings and partly owing to 
the fact that institutions other than commercial banks had certain distinct ad- 
vantages for the small saver. They catered to his needs, often paid higher 
deposit rates, and they frequently enjoyed the guarantee of the public authori- 
ties. When this guarantee was not direct, the average depositor believed that 
deposits with savings institutions were more likely to be guaranteed by the 
state if bankruptcy was threatened than were those with the commercial banks. 
The last factor, together with the existence of an intermediate class of depositors 
having no preferences in favor of commercial banks or of other credit institu. 
tions, helps to explain the inverse relationship between the movement of depos. 
its with commercial banks and other credit institutions. This inverse relationship 
is especialy noticeable in the series given for France, Denmark, and Italy in 
Diagrams 2 and 3. In these three countries national income is or has become 
comparatively more evenly distributed and hence the intermediate class of 
depositors relatively more important. Further, in the three countries, com- 
mercial banks, whether large or small, compete with other institutions for the 
savings of the small and intermediate depositors. 

The relative immunity of institutions other than commercial banks to foreign 
developments arises in part from the nature of their clientele and their 
transactions and in part from the absence of any link with the central monetay 
authorities. Few, if any, of these institutions come under the jurisdiction or 
suasion of the central bank, and they rarely have recourse to it for assistance. 


This reinforces their independent position, and enables them to pursue a policy— | 


usually expansionist—either in disregard of or contrary to the policy of the 
central bank. This is particularly true of big organizations such as the Caisse 
de Depéts et Consignations in France, the Cassa dei Depositi e Prestiti in Italy, 
and the Treasury Deposit Bureau in Japan. The first controls practically the 
whole of the funds outside the commercial banking system, and the last two 
manage an important part of such funds. By way of summary, it may be said 
that the increasing capital requirements of public authorities have been ac 
companied by an expansion of national income and its more even distribution 
which has led to the growth of thrift and credit institutions other than com- 
mercial banks, and, further, that the investment policy of these other institu- 
tions, often controlled or determined by governmental agencies, has permitted 
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in turn the public authorities ‘‘to feed on what they had created.” 

Having provided a general background in terms of which the significance of 
commercial bank deposits abroad may be interpreted, consideration may now 
be given to the movements of those deposits in certain countries abroad.* The 
deposits of particular interest from the point of view of the behavior of money 
are those termed in this country “demand” deposits. Before considering their 
behavior it appears necessary to examine the relation of demand deposits to 
other deposits, the significance of demand deposits in “the monetary circula- 
tion,” and the relative changes in the composition of deposits. 

It has already been pointed out that there is no clear cut distinction in law 
or in practice as regards types of deposits in most countries abroad. The figures 
in the accompanying table, which shows the percentage ratio of demand to aggre- 
gate commercial bank deposits at the end of 1913 and at the end of each year 
since 1925 in fourteen countries, afford, therefore, only a rough measure of 
this ratio.° 

Reference may be made to three features brought out by the table. The 
first relates to the wide differences it discloses with respect to the ratio of 
demand to aggregate deposits from country to country, this ratio ranging at the 
end of 1937 from 96.3 per cent in the case of the French deposit banks to 
20.5 per cent in the case of the Swiss banks. These differences reflect variations 
in the character of commercial banking systems and in their practices and tradi- 
tions, as well as the lack of similarity in national economies and in their de- 
velopment. 


PERCENTAGE RATIO OF CURRENT ACCOUNTS AND SIGHT DEPOsITs TO AGGREGATE DEPosITs OF COMMERCIAL BANKS 


| 1913| 1925| 1926| 1927\ 1928| 1929| 1930| 1931| 1932| 1933| 1934| 1935| 1936| 1937 


| 39.9) 38.0 37.9| 37.8) 36.7; 30.9) 31.3, 28.4, 31.3) 34.6) 33.5) 31.7) 35.1) 36.1 

41.6 43.3) 42.1) 40.7| 38.6 33.3) 30.9) 31.1) 32.1) 33.8) 36.2) 37.2 37.9 37.4 

| 36.2) 27.7| 27.3) 29.1) 29.0 30.4) 27.7; 29.5) 24.0) 25.1) 26.6) 27.1) 27.7) 27.4 

ur 8.1) 27.8) 26.1) 28.0; 28.5) 27.7; 29.1) 27.8 28.2) 28.6) 27.6) 27.4! 28.4 29.3 

I 45.5 23.7, 23.8) 24.3) 20.8) 19.9) 20.2 22.2) 22.5) 23.6) 19.9) 20.3, 21.2) 22.4 

France (deposit banks) 93.0 96.7) 96.7; 96.9, 96.0, 92.7) 92.2) 93.8 94.2, 94.9) 95.0 95.2) 95.9, 96.3 
Germany (big Berlin | | | | } | | | | 

banks) | 58.6 51.6) 50.1) 42.9) 41.7/ 41.8 45.8) 52.3) 48.2) 47.3) 49.8) 47.0) 49.8 52.2 

Netherlands | 55.2) 54.0) 52.1) 48.1) 47.1) 46.8) 48.3) 47.1) 54.5 55.3) 57.0) 59.9) 61.4! 68.5 

New Zealand* | 51.4, 55.9) 52.5, 49.8) 46.3) 39.5) 32.9] 31.1) 32.9 35.3) 39.5) 46.0) 52.7/ 53.8 

Norway 4.6) 7.2) 10.5; 9.7) 10.2) 11.7) 11.8) 11.4) 11.2) 9.9) 11.8) 13.2) 14.5] 13.8 

Sweden | 13.4, 20.1) 19.8) 19.5) 19.2) 18.9) 18.8) 17.2) 17.6) 18.6) 19.6) 21.1) 23.3) 24.6 

Switzerland 23.5) 30.6 31.0; 30.4) 28.7; 27.5, 15.5, 17.2) 17.4) 16.6) 15.5) 13.8, 18.5) 20.5 

United Kingdom (Lon- | | | | | | } } 
don clearing banks) | — | 57.6 57.3) 56.2) 55.8) 54.0) 53.9) 50.6) 50.7) 53.0 53.4 55.2) 56.0 55.6 
South Africa 52.6, 55.6, 55.0 55.3] 53.8, 49.5, 45.6) 46.4 47.2) 61.7 62.2) 64.9) 70.6) 64.1 


* End of June of the following year. 


Another noteworthy feature of the table is the difference in the level of the 
ratio of demand deposits as between 1913 and postwar years. It will be noticed 
that this ratio during the major part of the postwar period was lower than 


“It should be pointed out that the choice of illustrative material in this as well as the 
preceding section has been restricted to data readily available at the Federal Reserve Bank 
of New York. Source references have been left out in order to save space and facilitate read- 
ing. The monthly data have been drawn from original official sources, while the yearly fig- 
ures are largely those contained in the League of Nations publications, in particular Mone) 
and Banking and the Monthly Bulletin of Statistics. 

_ It should not be overlooked that the figures are also influenced, imter alia, by changes 
in official classifications and in the number of reporting banks, 
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in 1913 in the Argentine, Australia, Canada, Finland, Germany, New Zealand, 
South Africa, and, to a less striking extent, in the Netherlands and Switzerland. 
The explanation for this shift would appear to be found principally in the 
development of thrift and in the decline in the habit of direct investment 
prevalent in prewar days. In the postwar period the commercial banks in these 
countries competed with other credit institutions for the “new” savings of the 
lower income classes referred to in the previous section, and also offered 
facilities of deposit to those who, as a result of bitter war or early postwar 
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experience, preferred not to invest their savings directly but to keep them in 
safety and relative liquidity in a time or savings deposit. The ratio of demand 
to aggregate deposits was, on the other hand, generally higher than in 1913 in 
Denmark, Norway, Sweden, and France. In the Scandinavian countries this 
development would appear to be due partly to the postwar commercial expansion 
of these countries and the consequent rise in the purely commercial transactions 
of the banks, and partly to the fact that the “new” depositors were catered to 
increasingly by the other credit institutions. This latter factor would seem to 
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account also for the change in the demand deposit ratio of the French banks. 

The end-of-year movements of the ratio of demand deposits in different 
countries do not disclose a consistently regular pattern. One can, however, 
distinguish two groups of countries; namely, the “Anglo-Saxon” group com- 
prising the countries of the British Empire, Argentina, Sweden, Finland, and 
Denmark, and the “former gold-bloc” group consisting notably of France, the 
Netherlands, and Switzerland. The changes in the ratio of the first group of 
countries display broad similarities and are of cyclical significance; the latter 
will be referred to later in connection with Diagram 5. The significance of the 
annual changes in the demand deposit ratio of the second group of countries 
is more obscure and does not lend itself easily to broad statements. In general, 
these changes reflect international movements of capital or variations in 
liquidity preferences. 

Only passing reference need be made to the second point raised at the open- 
ing of this section; namely, the significance of commercial bank demand or 
sight deposits in the “monetary circulation.” The differences in the importance 
to be attached to some of the series found below are very roughly illustrated by 
Diagram 4. The figures on the basis of which the percentage currency composi- 
tion has been computed represent the sum of commercial bank deposits, and 
notes and coins in circulation less amounts estimated to be held by central 
banks. The total, therefore, excludes central bank sight deposits and note and 
coin holdings of commercial banks. 

The significance of changes in the relationship between commercial bank 
demand and time deposits in countries where English banking practices prevail 
has been explained in some detail by Mr. Keynes.* It will suffice, therefore, to 
restate this briefly, and then to examine the actual changes in this relationship. 
In countries where English banking practices prevail one may distinguish two 
categories of time (“‘savings’” in Keynesian terminology) deposits. The first 
type represents the accounts of owners of wealth who, for various reasons, keep 
this wealth in the form of time or savings deposits. The second category 
represents the accounts of business and other people who, in Keynesian ter- 
minology, are ordinarily “‘security’’ holders. The amount of the former cate- 
gory, due to its origin, may be expected to change slowly, whereas the amount 
of the latter will vary with changes in the market sentiment—bearish or 
bullish—of the holder of the account. Sudden or wide changes in total time de- 
posits are, therefore, likely to reflect changes in the second category of time 
deposits. They may also represent a transfer from demand to time deposits; 
the latter earn more interest, and are usually withdrawable at short notice. An 
increase in time deposits either absolutely or relatively to demand deposits has 
important deflationary effects. A shift from demand deposits entails a corre- 
sponding contraction of the means of payment where banks work to a stable 
cash ratio against aggregate deposits. 

The movements of commercial bank demand and time deposits may be 
examined on the basis of the absolute monthly figures for these deposits in 
Australia, Canada, England (London Clearing Banks) and the Argentine 


“A Treatise on Money, Vol. I, Chap. 3 and 15, pp. 249-257, and Vol. II, Chap. 23. 


in 
qd 
in 
is 
o 
to 
to | 
| 


100 American Economic Association 


plotted in Diagram 5.’ The sum of the two series represents aggregate deposits 
except in the case of the Argentine where this would include a relatively in- 
significant and stable group of “‘miscellaneous accounts” comprising chiefly 
judicial deposits. 

The series for Australia and the Argentine may be considered first. The fall 
in raw material prices affected both countries about 1928, and the low point 
of business conditions was reached in 1931-32. In the early phase of the de. 
pression time deposits rose faster than demand deposits, to be followed later by 
a fairly sharp decline in demand deposits while time deposits remained rela- 
tively stable. Though both countries tried expansionist schemes in a halfhearted 
and unsystematic manner about the depth of the depression—in Australia the 
Premiers’ Plan of 1931 and in Argentina the rediscounts of commercial paper 
by the Banco de la Nacion with the Caja de Conversion of 1931 and 1932 
and the Patriotic Loan of 1932—the course of economic conditions was de. 
termined essentially by foreign trade developments. The improvement in the 
foreign trade of Australia came much earlier and was on the whole more sub- 
stantial than that of the Argentine thanks to developments in the wool market. 
This improvement was accompanied by a fairly steady rise of demand deposits. 
Time deposits remained fairly stable until the middle of 1934, when trade 
conditions had improved substantially, fell thereafter, to pick up again in 1937 
and 1938 when the value of exports ceased to rise and the export surplus was 
shrinking. The movement of the two series in the Argentine was closely parallel 
from the severest phase of the depression until the second quarter of 1935. 
The substantial rise in the value of the export surplus from that date until 
the second quarter of 1937 was accompanied by an expansion of demand deposits. 
With the gradual disappearance of the export surplus during the remainder of 
1937 and the emergence of a trade deficit in 1938 demand deposits fell sharply 
and time deposits showed a rising tendency. 


* Detailed classifications of demand and time deposits are generally not available. The 
following annual figures relating to the Canadian chartered banks are available as from 
October 31, 1934. Though not as illuminating, they invite comparison with the analogous 
data on American banks published in the Federal Reserve Bulletin of September, 1936, and 
October, 1939. Such a comparison, however, is beyond the scope of this note. 


NUMBER AMOUNT 
Thousands Millions of Dollars 
As at October 31 1934 1935 1936 1937 1938 1934 1935 1936 1937 1938 
Demand deposits: 
$1,000 or less ..... 580.9 574.3 580.0 596.8 604.5 71.8 76.0 81.7 84.9 88.1 
$1,000 to $5,000 ... 35.3 39.3 43.6 47.4 50.1 72.3 80.1 89.7 97.8 102.4 
$5,000 to $25,000 .. 8.6 9.4 10.5 11.4 12.0 88.7 95.4 108.4 114.8 121.5 
$25,000 to $100,000 1.9 2.1 2.2 5.3 2.7 87.5 99.7 107.7 115.5 125.4 
Over $100,000 ..... 6 8 7 8 9 218.4 271.0 279.8 264.1 306.1 
Adjustment items .. — — — +3.9 +2.7 —3.0 +2.0 +538 
Total demand 
deposits ....... 627.3 625.9 673.1 660.0 670.1 542.4 624.9 664.3 679.1 749.4 
Notice deposits: 
$1,000 or less ..... 3766.0 3716.3 3664.8 3770.7 3797.5 416.5 425.9 432.5 456.0 452.8 
$1,000 to $5,000 ... 246.1 263.4 268.5 274.8 284.2 485.7 518.5 537.1 $51.4 571.7 
$5,000 to $25,000 .. 28.9 32.5 34.2 36.3 38.1 249.6 280.9 297.6 315.6 331.0 
$25,000 to $100,000 1.9 2.3 2.3 2.4 je 82.6 99.8 99.1 103.6 111.9 
Over $100,000 ..... 4 Py | Rs 6 151.6 136.2 141.3 154.1 185.2 
Adjustment items .. — +42 +43 42.6 +3.0 43.2 


Total notice 
4043.2 4015.0 3970.3 4084.8 4123.0 1370.2 1465.6 1510.3 1583.7 1655.8 


it 
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The movements of the two series for Canada* and England do not disclose 
any striking similarity until after the early part of 1933. From the beginning 
of 1926 to the end of 1929 total deposits rose sharply in Canada whereas the 
rise in England was only moderate. During the same period the ratio of demand 
to time deposits increased steadily and substantially in Canada, while in England 
this ratio showed a distinct declining tendency. These differences are not sur- 
prising in view of the divergencies during this period in the industrial and 
trade development of the two countries. From the end of 1929 to the early 
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part of 1933 the movements in the two countries are dissimilar and the positions 
somewhat reversed. In England total deposits did not begin to fall until after 
the end of 1930, the fall was moderate and short lived, ending early in 1932. 
In Canada, on the other hand, the decline in total deposits began at the end 
of 1929, was sharp and lasted till the early part of 1933. In England the ratio 
of demand to time deposits fell sharply only during the last quarter of 1931 and 
the first quarter of 1932, while the fall in Canada was heavily downwards from 
the end of 1929 to the second quarter of 1933. The differences in the monetary 
and exchange policies pursued in the two countries during this period are too 
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familiar to require repetition. It may be recalled, however, that although the 
Canadian government—the Bank of Canada began to function only in March, 
1935—took expansionist steps in 1932 and 1934, the improvement in mon 

and business conditions did not set in until after the foreign trade balance 
began to show a decided upturn. The movements of the two series since the 
low point of the depression have been broadly similar; total deposits showed a 
steadily rising tendency throughout the period under review, while the ratio 
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of demand to time deposits displayed a similar tendency until the end of 1936 
in England and to the end of the following year in Canada. 

Attention may finally be turned to the behavior of demand deposits and to 
their rate of turnover. Diagrams 6 and 7 show the quarterly movement of these 
two series since 1929 in eight countries. The rate of turnover or velocity has 
been calculated by comparing changes in bank clearings (bank debits for 
Canada) with changes in demand deposits (current accounts and sight deposits 
in the diagrams). As the purpose of these diagrams is to illustrate broad move- 
ments in direction and not precise changes in degree, no attempt need be made 
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to explain the content or the limitations of the clearing figures or to justify 
the use of these indices as rough measures of the velocity of deposits.* 
The noteworthy features disclosed by the two diagrams may be summarized 


7 
(1920 00) 


T T T 
A-CURRENT ACCOUNTS & SIGMT DEPOSITS 
B-vELOCITY OF CIRCULATION 


6 


\ 
Vv 


v4 A 


Vv 


1930 1931 1932 933 1934 19935 1936 19937 1938 


in terms of the phases of the business cycle in the various countries under 
review.® In the depression phase of the cycle the movement of the two series 
in all the countries considered is broadly similar; the velocity of circulation 


“See, for example, Keynes, A Treatise on Money, Vol. Il, Chap. 24; and Memorandum 
No. 74 of the Royal Economic Society, Statistics on Monetary Circulation in England and 
Wales, 1919-37. This last source has been used for England for which the sum of Country 
and Provincial clearings, seasonally adjusted, has been taken. The demand deposits have 
been adjusted by taking each month of 1929 as 100 for each corresponding month of 
following years, The clearing figures for other countries are the series published by the 
League of Nations in Money and Banking and the Monthly Bulletin of Statistics. For 
clearings and deposits the monthly average of 1929 = 100. 

‘The course of the business cycle in this context has been judged in terms of various 
economic series available, e.g., indices of industrial production, the value of foreign trade, 
the movement of wholesale prices. For reasons of space, no attempt has been made to plot 
these series or to relate them to those given in Diagrams 6 and 7. It may be recorded, as a 
matter of historical fact, that for a large number of countries the movement of the mone- 


tary series precedes, accompanies, or follows closely on that of the economic series in a 
fairly striking manner, 
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of demand deposits fell more than demand deposits. The experience of the 
eight countries was divergent, however, in the early upward phase of the 
cycle. In one group of countries (England, Sweden, and Finland), recovery 
from depression was accompanied first by a rise in the volume of demand 
deposits, a similar movement in their velocity following later. In another group 
of countries (Japan, Canada, Australia, and the Argentine), recovery was char- 
acterized in the first instance by a rise in the velocity of circulation of deposits. 
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The increase in the volume of deposits followed soon after in Canada and 
Australia, but was considerably more moderate than that of their velocity. In 
Japan the movement of the two series was, in fact, divergent for over a yeat. 
In the Argentine velocity rose, but the volume of demand deposits remained 
practically stationary during the whole of the early phase of recovery. France 
stands by itself. Such recovery as there was from the lowest point of the depression 
reached in the middle of 1932 was accompanied by a rise in velocity simultaneous 
with a decline in the volume of demand deposits. 

The movement of the two series becomes even more divergent in the later 
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stages of the upward phase of the business cycle. In England, Sweden, Finland, 
and Japan this phase is characterized primarily by a marked and steady increase 
in the volume of demand deposits. This increase in volume was accompanied 
in England and Japan by an absolute decline in velocity, while in Sweden and 
Finland the rate of turnover of deposits tended to remain stationary. In the 
remaining countries the later stages of the upward phase of the cycle are char- 
acterized on the whole by a similarity in direction and degree in the movement 
of the two series. But even in the case of Canada, Australia, and the Argentine 
a divergence in the movement of the two series begins to manifest itself as from 
the beginning of 1937 following on a cessation of the rate of increase in the 
value of exports and a deterioration in the foreign trade balance. 

It remains to inquire whether the two genera! tendencies which are disclosed 
by Diagrams 6 and 7 with respect to most of the countries under consideration 
(namely, the tendency towards a lower level of velocity of circulation of de- 
mand deposits and the tendency for an increase in the volume of deposits to be 
counteracted by a reduction in the efficiency with which they are used, or, in 
other words, by an accumulation of idle balances and vice versa), are exclu- 
sively or largely phenomena of the last decade. It has not been possible to 
prepare extensive data for a number of countries, but Diagram 8 throws some 
light on developments in England at least. This shows the relative monthly 
movement of three relevant series for the decade prior and subsequent to 1929. 

The diagram confirms the statement made in connection with the table on 
page 97 with respect to the postwar declining tendency of the ratio of demand 
to time deposits (line C). The movement of this ratio in an upwardly direc- 
tion since 1933 does not invalidate that statement; the relatively low rate of 
interest paid on time deposits since that date was foregone by many in favor 
of the ability to withdraw deposits without even a short notice, and conse- 
quently induced a shift to demand deposits of some of the deposits formerly 
held on a time account. The two decades stand in contrast as regards the relative 
movements of the other two series. It will be noted that the volume of demand 
deposits, after the decline consequent on the liquidation of the postwar inflation, 
was on the whole relatively stable, and that the recovery from the depression 
of the early twenties was accompanied exclusively by a rise in the velocity of 
circulation of these deposits. The recovery from the depression of the early 
thirties, on the other hand, was characterized by a steady rise in the volume of 
deposits pari passu with a more or less continuous fall in their velocity. The 
recent characteristics of the two series would most probably remain essentially 
as disclosed by Diagram 8 even if allowance were made for the transference of 
idle balances from time to demand deposits. 
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ROUND TABLE ON PROBLEMS IN THE TEACHING OF ECONOMICS 


RAYMOND T. BYE, Chairman 


Three papers were presented at this round table: ‘The Teaching of Contro- 
versial Questions,” by Broadus Mitchell; “Revision of the Elementary Course,” 
by Amy Hewes; and “The Use of Economic Principles in the Teaching of 
Applied .Subjects,” by William W. Hewett. Paul M. O'Leary and Maynard 
Krueger led the formal discussion which was participated in by speakers from 
the floor. Paul F. Gemmill presided in the absence of the chairman, who was 
prevented by an injury from being present. 


BRoADUS MITCHELL": In political economy we evolve our doctrines as our 
practices evolve, for we learn by living. This is lesson number one in the teach- 
ing of political economy: there is no absolute; trends in thought follow trends 
in performance. Accordingly, economics, in its historical sweep, is grandly 
inductive. And since practice is constantly changing, it is the ever present duty 
of the teacher of economic principles to interpret each new adventure that 
evolves. He must not only explain the event but he must decide which 
experiments are evanescent and which are destined to remake the prevailing 
rules. 

Now when a controversial question comes to the fore, the teacher of 
political economy is frequently enjoined to treat it as though it were isolated 
in time, a thing to be decided on its separate merits. He is asked to “give both 
sides” and “to preserve an objective attitude.” There doubtlessly are economic 
asteroids, as it were, floating about the universe, magnetically unjoined to any 
larger mass. But matters of larger moment are not so individualistic and dis- 
connected. Such matters fit into a pattern in the mind of the well-informed 
teacher. They belong to a sequence which he thinks he discerns and have their 
places in a generalization. Thus, it is a shallow and immature perception that 
regards, say, relief legislation or antitrust acts as objects of scrutiny for their 
own sakes. Any teacher who is likely to be instructive to his students must 
observe certain tendencies and try to project those trends. Of course, he will 
value details, explore doubts, and beg refutations. But more than that, honesty 
will compel him to interpret the issue at hand, to assign causes and seek conse- 
quences, according to the rhythm of the theme of evolution that he has in his 
head. 

The notion that the teacher may be neutral is obviously absurd. Is the blind 
to lead the blind? The simplest fact, so called, can scarcely be conveyed without 
indicating the impulse behind it and the force which follows from it. Insistence 
that the teacher should never indoctrinate has gained acceptance from the 
emphasis laid upon the quantitative method in economics. The ambition to 
make of economics an exact science prompts the exclusion of opinion. Qualita- 
tive judgments are to be eschewed while the symbols of the formula and the 
graph are accepted as servants of truth. 

I am inclined to believe that political economy is more an art than a science, 
that design for the future may be joined to derivation from the past. Economic 


*In the absence of Professor Mitchell, his paper was read by Meno Lovenstein. 
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determinism means that prior conduct has a bearing upon subsequent develop- 
ment, but does not forget that what we do now helps to shape the compulsions 
under which we shall some day rest. The wish need not be impotent in economic 
affairs. Exhortation and moral force may be as powerful as economic events. 
Consider how one field after another, supposed to exemplify the action and 
interaction of almost mechanical impulses, has been invaded by extra-economic 
designs, so that the automatic has given way to the induced result. Foreign 
exchange, for example, sometimes pictured as an area in which insensate 
economic electrons collided, has been disarranged, even destroyed, by the 
passions of peoples. It is therefore of utmost importance to note, when trying 
to discern the economic future, what stands in the foreground of the present. 
For at a particular time, the enduring of hunger for the sake of a shibboleth 
may seem more desirable than full bellies. 

Premising, then, the belief that economics is as much an art as a science, 
it becomes obvious that we must prepare practitioners. They will all use the 
same materials but the pictures they will paint with them will be as different 
from each other as streaks of yellow ochre are from a painting of sunlight. 

Some say that we should not surrender to apparent imponderables by con- 
tenting ourselves with qualitative judgments about them, but should organize 
a statistical attack. But the teacher cannot be a cipher in his own equations. He 
knows that what often pass for objective, economic forces are truly the ex- 
pressions of individual or, oftener, group interests. It is usually the cry of a 
vested interest or of someone who has never heard the teacher in his classroom 
that forces the theses of teachers of political economy, fraught, as they often 
are, with important social implications, into the category of imponderables. 

We can turn out plenty of teachers well enough acquainted with economic 
literature and able to give an orderly account to classes. But they are sterile, 
and wake nothing in their students, unless they see beneficial drifts in society 
and do what they can, in the classroom and out of it, to help these forward. 


Amy Hewes: There are four major criticisms which have been leveled 
against the introductory economics courses found in American colleges today: 
first, that they have no clear objective; second, that they lack any semblance 
of unity, having become mere hodgepodges of unrelated subjects; third, that 
they are already so overcrowded that adequate treatment of the content is im- 
possible; fourth, that the college students admitted to them are without the 
necessary background, an objection made very emphatic in the case of freshmen. 

As for the lack of clear objective, it must be said of the introductory course 
that two goals are generally acknowledged: to prepare students for specialized 
branches of the subject, and to make comprehensible to the student the working 
of the major economic institutions, the manner in which they came into being, 
and the methods by which they may be controlled. The requirements for bring- 
ing about the latter, and more important, of these goals are seldom met. They 
rest upon a program which takes frankly into account the changing character 
of the processes which are its subject matter and the fact that different students 
will quite certainly get to work most effectively in quite different ways. 

Textbooks, while they are valuable as ready reference, cannot be relied upon 


f 
] 
s 
if A 
ls 
y 
h 
4 
d i 
h 
ic 
y 
if 
at 
if 
st 
ill 
ty 
is 
ut 
ce 
he 
to 
he i 
» 
1c 
i 


108 American Economic Association 


to point out these ways to the teacher. For the most part they leave the im- 
pression that with the passing of free competition there is no body of theory to 
offer, that immediate problems only need engage our attention, and that we 
must start pretty well from scratch in working them out. This deprives the 
beginner of learning something of great value in discovering why doctrines 
were discarded. But even the excellent text should not take the place of 
constant planning of the course to keep objectives clear. Being the most im- 
portant course offered, the introductory course should always be given by 
experienced teachers in small sections with abundant opportunity for the student 
to discuss the new material, relate it to his own experience, and express his 
reactions in two or three carefully prepared papers on which a conference is 
given him. 

The objection that the course lacks unity must be examined in relation to 
the whole state of economic thinking today. Certainly it is far more important 
to perceive at this time that change is taking place than to evolve a formula. 
Human relations are now seen not to have the permanence attributed to them 
by the classicists and it is dangerous to assume “normal equilibrium” for the 
sake of the desired unity. As persons living in a changing system, as well as 
economists, it behooves us to do all we can to discover the nature of that 
change and the possibilities of conserving a measure of freedom and increased 
security under new conditions. To the extent to which the determination of 
price levels turns out to be a key to control, all that the past and present con- 
tribute to an understanding of them deserves a place in the introductory course, 
with no limits upon diagrams, schedules, and actual, not hypothetical, statistical 
data. Physiological and psychological factors in economic life must also be 
considered. It is no longer possible to make the subject the study of a static 
system and old unities must be sacrificed in order that new unities may be 
learned. 

There is a wide consensus as to the validity of the criticism which maintains 
that the beginning course is overcrowded. One remedy would be to eliminate 
all statements of theory—at least all history of economic thought—and offer 
them in a separate course also required for those students who wish to specialize. 
But the introductory course must give the student some idea of the boundaries 
of the whole subject, must give some catalogue of content as well as some 
elementary acquaintance with the tools to be used in studying it, including 
economic history, statistical method, and accounting. Yet, because a full treat- 
ment is impossible, it would be best to select some one central problem in such 
a field as agriculture, or even public finance, and let it stand for the whole 
field. The student who knows some section, no matter how small, of a field 
thoroughly has gained more competence and is more likely to continue a 
scholarly program than the student who has scrambled over the whole territory. 
But care must be taken in cutting down the content of the course to indicate 
clearly that there are fields of inquiry which the student has not investigated. 

In the criticism that the student has not the qualification necessary for the 
subject may lie the reason why things are not as they should be. For the greater 
part, students in the introductory course are still economic dependents and have 
not been required to fit themselves into the discipline of a factory or office. It 
is therefore not surprising to find that they lack familiarity with a variety of 
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economic relationships and manifest little curiosity as to how and why the 
economic system works as it does. 

Ways must be devised to make the work-a-day world realistic to the student 
observer who does not have the feel for the material he studies. Visits to fac- 
tories, power plants, and stock markets prove valuable in this respect. Constant 
use should be made of the daily newspaper and of the excellent moving pic- 
tures now available. Debates over matters of current popular concern teach the 
student how to make use of basic materials and familiarize him with a variety 
of points of view and persons hitherto unknown to him. And a study of some 
basic industry, such as steel, permits abundant illustration of the trends in 
corporate enterprise, price phenomena, foreign sales, and industrial relations, 
all in terms of material high in public attention at the time. 

The objective of the introductory course may be high and wide but it may 
be clearly seen in the effort to understand economic institutions in their inter- 
action and their effects upon the behavior of men, with a view to learning 
the controls which will make for more satisfactory living—for a bigger and 
better product and a more even distribution of that product. 


WittiAM W. Hewetrt:? I agree with those writers who maintain that eco- 
nomic theory should be a unifying agent that specialists in the fields located 
on the periphery of economics could ignore only at the risk of placing their 
reputations as specialists in peril. The general body of economic theory, or 
economic principles, should supply necessary analytical tools for special fields 
of inquiry. Its subject matter should include such subjects as insurance and 
marketing, treated not as business techniques but as integral parts of the 
economic process. And the teaching of courses in applied economics in Ameri- 
can colleges should not be so dominated by the growth of business education 
that the connection between economic theory and the problems usually discussed 
in association with these subjects atrophies. 

We generally require a course in principles of economics as a prerequisite to 
such courses as public finance, labor problems, transportation, public utilities, 
etc. Actually, after completing his first course in principles the student never 
comes in contact with this field of inquiry up to the day he graduates, except, 
perhaps, for some occasional senior work in economic theory and the history 
of economic thought in the graduate school. This is so because the customary 
courses in applied economics have lost contact with one of their primary 
objectives—the application of economic principles; and have gradually become 
adjuncts of commerce rather than of the social science of economics. This point is 
well illustrated by public finance and labor problems, to cite only two cases of 
this situation. 

Public finance has evolved from an integral division of political economy 
in Adam Smith and John Stuart Mill into a modern study that makes little 
mention of economic theory. This is most lamentable when we consider the 
fact that there is no field of inquiry in which economic theory has more to 
contribute than in the manifold aspects of raising and expending public rev- 
enues. Yet the specialist fills his volume with extensive details of tax admin- 
istration, the classification of tax systems, constitutional limitations, budgetary 
procedure, and the like. He makes little mention of such splendid problems as: 

* To be published in full in the June issue of the American Economic Review. 
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the effect of special taxes, especially highly progressive taxes, upon capital ac- 
cumulation ; the consequences of public borrowing in competition with private 
borrowing upon the economy as a whole; the different effects of different 
specific taxes and forms of public borrowing upon the distribution of wealth 
and the direction of production; and so on. 

A second field that has sadly neglected the use of economic principles as tools 
of analysis is that of labor problems. Many teachers even believe that a course 
in labor problems can be given at any point in the curriculum. But any course 
that faces squarely the basic issues of labor problems must be built upon a 
firm foundation of economic theory. A study of the general problem of un- 
employment, for example, must begin with a firm grasp of Say’s law in its 
present-day dress. And no course in labor problems has earned a right to be 
listed as an offering in economics that discusses the wage and hour law with- 
out tracing its consequences in terms of the best wage and general distribution 
theory. It must ask, among other questions: Can such a law raise the general 
wage level? The study of the struggle between the A. F. of L. and the C.LO, 
introduces the problem of the elimination of skills with the progress of tech- 
nology. What does this mean in terms of noncompeting groups, wage structure, 
the distribution of the national dividend? But do our texts deal with these 
vital issues? No, they present instead chapter after chapter of descriptive ma- 
terials on the classification of trade unions, history of the labor movement, 
structural aspects of unionism, and the like. 

What has been said of public finance and labor problems is also true of gov- 
ernment and business, marketing, transportation, etc. Is the failure of economic 
theory to unify the applied fields an inevitable result of the limitations of that 
body of theory, or is the answer found in the surrender of the specialist to 
the popular clamor for, and growth of, schools of business and commerce? 
Why not strike out on a new road along which the kit of tools known as 
economic theory will be utilized in the study of the operation of the economy 
as a whole? The task of professional economists is not completed until the 
mass of material they acquire about economic life, institutions, and techniques 
has been analyzed by the direct application of economic principles. 


PauL M. O’LEary: Obviously we cannot avoid dealing with controversial 
issues in teaching economics at the beginning level or any other level. Cer- 
tainly we should try to show our students the relativity of economic doctrines 
and principles to the changing social circumstances surrounding their forma- 
tion. Above all things we should make it clear to our students that there is 
extant no body of economic laws or principles which in any final sense 
justifies or validates any particular kind of social order against other conceivable 
kinds. And we must never forget that freeing the minds of students from 
economic superstition, from blind bowing before totem poles of thought, and 
from being tyrannized by a jargon of economic “laws,” is in itself a stupendous 
task, the partial accomplishment of which is a real achievement for any teacher 
of any course in economics. 

I agree with Professor Hewett that the numerous advanced courses given 
in departments of economics should be unified around some central organon 
of thought to which the student should be introduced early in his career. 
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Undergraduate courses in money and banking, labor problems, public finance, 
etc., should not aim to produce specialists but rather to develop in the student 
some degree of sophistication about the world in which he lives. But what is this 
organon of thought to which Professor Hewett would introduce beginning stu- 
dents and around which he would center specialized courses? Professor Hewett 
is not very specific upon this matter. I am skeptical about the possibility of 
equipping beginning students with an apparatus of thought that will enable 
them to solve the problems that Professor Hewett raises under the heading 
of public finance. But I do agree that it is better to devote our efforts to 
making students see what are the important problems and to making them 
aware of the nature of “‘special interests” that want the problems answered 
in particular ways than to load them down with a mass of so-called “‘facts’’ 
and a lot of descriptive detail. 

I do not think we should surrender the fort to those of our number who 
believe that one has done something new and important when one writes an 
economics text with all value theory omitted, and with no mention of the 
word equilibrium. This does not mean that we should not be open minded 
toward so-called “social science survey courses” that make an honest effort to 
show students what society looks like in its various aspects and something 
about how it got that way. While they have not usually been so, such courses 
can be conceived and taught to simplify our task as teachers of economics. 
It is in our interest to see that they are. After all, we as economists have 
no particular right to be hoity-toity toward the other social studies. We have 
shown at best only moderate powers of prediction and control during a period 
of time when it has been vastly important for such powers to exist. But it 
must also be said, on the other hand, that what looks like a sad showing on 
our part is due partly to the presence of charlatans among us who claimed 
too much power, and partly to the fact that we were asked at a relatively late 
date to prescribe completely painless remedies for a patient who refused 
to follow our advice in the past. 

We would all do well to follow Professor Hewes in constantly bearing in 
mind the importance of remembering: what kinds of young people we have 
to work with, how immature and unsophisticated they are in matters economic, 
how essential it is for us not to take too much for granted, and how wrong 
it is for us to pretend to be able to enlighten them more than we really can. 
We must not let our professional absorption in the subject matter of our dis- 


cipline lead us to forget the kind of young animals we are supposed to en- 
lighten. 


MAYNARD KRUEGER expressed the view that there is too much emphasis on 
scholarly research in our universities and colleges and not enough on the de- 
velopment of effective teaching. Discussion from the floor covered a wide 
tange of topics. There was general agreement that further sessions devoted to 
the problems of teaching economics would be desirable, and Professor Gemmill 
was instructed by an overwhelming vote to convey to the officers of the Asso- 
ciation on behalf of this round table the recommendation that such sessions be 
made a regular feature of our annual programs henceforth. 
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ROUND TABLE ON PRICE CONTROL UNDER “FAIR TRADE” 
LEGISLATION 


EwALD T. GRETHER, Chairman 


An abstract or summary is presented herewith of the papers delivered at 
this round table by: Corwin D. Edwards, “Appraisal of Fair Trade and Unfair 
Practice Acts’’*; Harry J. Ostlund, “The Effects of the Fair Trade Laws in the 
Drug Trade”; and Reinhold P. Wolff, “European Experience with Price Con- 
trols.’”? 

The state laws permitting resale price maintenance on the part of manu- 
facturers now effective in forty-four states are commonly entitled “fair trade” 
laws. The round table was planned to include, also, the “market floor” or 
“minimum price” and price discrimination statutes, but the discussion became 
centered almost entirely upon the fair trade laws except for a brief discussion of 
the former by Dr. Edwards. 


Corwin D. Epwarps: Except for the harassment and abuse which may de- 
velop under minimum price laws, there is little reason to believe that, in 
their present form, they will do much either to harm the consumer or to 
help the groups which have advocated them. There is danger, however, that 
when the principle of a minimum price has been well established the level of 
the price will be raised. These possiblities for the future, and the private 
perversion of the law at present, constitute the most serious dangers in this 
type of legislation. 

The so-called ‘“‘nonsigners’” clause is the heart of the fair trade statutes. 
It permits two private persons, by a private contract between themselves, to 
control the prices which are to be charged for the same commodity by everyone 
in the state. The theory upon which such grants of power have been successfully 
defended in the courts is that the fixed price is mecessary to protect the good 
will attached to the brand or trade-mark and that the public interest will be 
safeguarded by competition between this brand and others. This whole view 
of the matter has been an elaborate fiction. Not manufacturers, but retailers, 
particularly in the drug trade, have been the promoters of the resale contract 
laws and of the contracts under them. 

The effect of this system of control upon retail prices, as distinguished 
from markups, has been a matter of sharp dispute. Opponents of the laws 
have foretold large increases in retail prices. Advocates of the laws have 
prophesied at least two different and conflicting results. At times they con- 
tend that the higher prices of goods formerly sold on a cutthroat basis are 
more than offset by the reduced prices of other goods upon which retailers 
are willing to bring prices down toward the contract minima. There is a pleas- 
ant drollery in this effort to convince the public that organized retail groups 
are willing to fight for devices to reduce their own operating margins. More- 
over, it is clear that the drive to secure contract protection of the entire list 
price is designed to terminate any such source of price preductions- At other 


* These papers are to appear in completed form in the Journal of Marketing. 
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times the intention to raise distributors’ margins is admitted, but the increase 
is attributed to a reduction of manufacturers’ wholesale prices rather than to an 
increase in retail prices. 

As in any widespread price adjustment, one can find instances of any pattern 
he is looking for. Obviously some retailers who formerly quoted manufacturers’ 
list prices on certain items they seldom sold because of price competition are 
now willing to reduce the prices of such items in order to announce that no- 
body can now sell cheaper. In general such reductions have come in the smaller 
outlying stores. Obviously, too, the mass outlets which set the pace in price 
cutting and the distributors who found it necessary to meet these low prices 
are forced to raise prices upon the items they formerly cut. Early in 1938 the 
average increase on price-maintained drug items in Macy’s was between 15 and 
16 per cent. Obviously some manufacturers who regard their products as vul- 
nerable to substitutes and who have profit margins which will support a price 
cut will seek to protect their sales by avoiding any considerable rise in the re- 
sale price, either by establishing a low contract markup or by lowering the 
wholesale price. Other manufacturers, more confident of the consumer’s good 
will and less willing or able to reduce their own margins, will raise retail 
margins and prices together. Similarly, the process of making contracts involves 
the jockeying of wholesalers and retailers against each other, to determine 
whether the margin of either shall increase at the other’s expense. 

The full effect upon retail prices probably has not yet been felt. The chief 
concern of organized retailers has been to get all manufacturers to issue con- 
tracts, and demands which might frighten some manufacturers away have often 
been officially discouraged. The journals of the drug industry have reiterated 
the statement that prices must not be pushed up too fast and that retailers 
must have patience with manufacturers who intend to make a series of small 
price increases rather than one large one. The eventual effect of the program 
upon retail prices must depend upon such questions as the degree to which 
private brands are substituted for manufacturers’ brands, the efficiency with 
which systems for discovering and suing violators of the contracts can be 
worked out, the extent to which manufacturers are willing to reduce their own 
profit margins in order to keep retail prices low, and the degree to which 
retail costs are raised by a shift of sales emphasis from price to other forms 
of appeal. 

The direct effect of resale price contracts upon the level of retail prices is 
probably not the most significant aspect of these contracts. The contracts neces- 
sarily destroy the opportunity for leadership by any distributor in reducing 
prices and operating margins. Ostensibly striking at loss-leader selling tactics 
by mass distributors, they are ill-adapted to check such tactics; for mass dis- 
tributors can readily develop private brands as leaders. The contracts are well 
adapted, however, to prevent the general price policy of a distributor from re- 
flecting his relative efficiency and to prevent competitive pressure from push- 
ing distributors toward greater efficiency and lower operating margins. 

It appears probable that resale price contracts can be adapted to only a 
minority of our total retail sales. In some industries products are not identified 
by trade-mark or brand. In others, an effort to maintain prices would lead to 
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buying on specification, the victory of distributors’ private brands, direct sale 
from manufacturer to user, or some other means of escaping the contracts. 

Both the minimum price laws and the resale contract laws express the re- 
sistance of established distributors to change. Economists have often pointed 
out that progress in distribution has not kept pace with manufacturing, and 
that costs of distribution should come down. New types of distributive enter- 
prise which offer promise of such a development are the targets of this re- 
strictive legislation. Thus these laws are the distributional prototypes of the 
earlier statutes by which a handicraft society sought to limit or prevent the 
growth of modern manufacture. Public bodies have no doubt been more 
receptive to such legislation because some of the new distributional forms are 
large enterprises, which, it is thought, may become monopolistic. A vigorous 
antitrust policy could have dealt with the danger of monopoly, and still can; 
whereas the resale price statutes themselves create new chances for collusive 
restraint of trade. 


Harry J. OsTLUND: A portion of Professor Ostlund’s remarks was devoted 
to a description of the survey being conducted under his supervision for the 
National Association of Retail Druggists. His conclusions concerning the effects 
of the fair trade laws in the drug trade were as follows: 

In spite of the fact that there are no quantitative data as yet available, there 
are still a few observations which appear to date to be entirely justified: (1) 
The immediate effect of retail price maintenance appears to be a reduction 
of the spread between the highest and the lowest prices. But the range of 
prices between the highest and lowest that now prevail is apparently still 
greater than the range in costs as between the highest- and lowest-cost dis- 
tributors. (2) It appears definitely that the so-called “minimum” prices have 
not become the maximum taking the industry as a whole. (3) Competition 
as between manufacturers appears very definitely to have been greatly inten- 
sified as a result of price stabilization policies. (4) Manufacturers, by virtue of 
retail price maintenance, have been to a certain extent put in a position where 
they are forced to take some of the brunt of the retail competitive price situa- 
tion. (5) If a manufacturer finds it necessary to reduce the minimum price at 
which he wants his goods sold, or to reduce in any measure the gross margin 
allowable to his distributors, he is still in a position where he can control such 
an adjustment so that the relatively narrower margins allowed to his distributors 
will still be to a measure protected, thus resulting in retaining his market and 
retaining at least a degree of good will on the part of his distributors. (6) 
There is no indication that loss leaders will be done away with in the retail 
drug trade any more than in any other, but it does seem evident that from 
now on no manufacturer, unless he wishes to, will have to have his product 
used as a loss leader. (7) There is no direct evidence to the effect that all 
manufacturers in the drug or any other industry will find it expedient to attempt 
to control the retail price of their commodities. (8) There is no indication 
that resale price maintenance on the part of manufacturers is any particular 
boon to the genuinely inefficient small retailers. (9) Finally, we would like to 
point out that up to the present time the most that students of the drug in- 
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dustry or any other industry can know about the effects of fair trade laws is 
the immediate effects. It will take a good many years before it will be possible 
to know what the basic effects really are. 


REINHOLD P. WOLFF: Foreign experience with price maintenance cau- 
tions against overrating the issue. Fixed retail prices in Europe have neither 
raised general price levels nor to any considerable extent created price uni- 
formity. The policy has not checked the growth of large-scale retailing; nor 
has it contributed much to spread of government intervention. It has only re- 
motely contributed to the growth of fascist ideas in Central Europe. Equal 
sociological conditions are likely to produce economic problems in equal set- 
tings. Despite the discrepancy that exists here and abroad in economic thought, 
government attitude, and legal setup, the problems of resale price maintenance 
are strikingly similar all over the world. They reflect identical social forces that 
generated the policy and produced similar economic effects. Similar to the 
United States, resale price maintenance in the three chief industrial countries 
of Europe, namely, Great Britain, Germany, and France, is an outgrowth 
of large-scale distribution on the one hand and of the triumphant progress 
of the packaged article on the other hand. 

Fundamental differences in government and law have not affected the es- 
sence of the problem. Almost simultaneously Germany and its legal satellites 
on the one hand and the Roman Code civil countries on the other hand adopted 
the doctrine that acquisition of protected articles from contract breaking dealers 
for the purpose of selling them as loss leaders constituted unfair competition. 
In Great Britain the courts have not gone to the continental extreme of de- 
claring price cutting illegal. Practically a similar result was obtained, however, 
by tolerating trade boycotts against price cutters. In form, too, the world- 
wide similarity is striking. Like in the United States, in Europe the associative 
setup has proved superior to the individualistic device. The bulk of retail price 
control stems from organized efforts. As on this continent, the strength of the 
price protection device is in direct relationship to the power of retailer groups. 
The highly efficient systems of price maintenance are found in the specialized 
trades as in book, drug, and liquor selling where retailer associations are power- 
ful. Products which flow into diversified channels, as for instance foods, resist 
price controlling efforts as they do here, because of the incoherency of trade 
groups. 

Again it is remarkable to observe the relatively small influence of legal forms 
on the efficiency of an established price control system. For three decades 
price fixing cartels and cartel-like organizations have been clearly legal in two 
of the major industrial countries of Europe—Great Britain and Germany. They 
were practically tolerated in France and Austria. Despite these differences in 
legal technicality existing between the New World and the Old World, the 
operation of price maintenance is similar in all of the industrial countries not 
excluding the United States. If any, there is a difference in emphasis. In Ger- 
many, where manufacturing industry is powerful, the organization of price 
maintenance was fostered and controlled by leading manufacturing enterprises. 
France, typical middle-class country with a politically powerful retail trade 
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body, saw the retailers in the driver's seat of the price maintenance vehicle. The 
British attempts hold somewhat a middle position between these two trends, 
Here we see the dealer groups in control of fair trade plans. The final result 
is hardly different in any of the mentioned countries. We find a few potent 
enterprises in each branch of distribution in price control of their most out- 
standing trade-marked products. The effects appear to be trade-wise rather 
than state-wise. The legal setup and the public policy towards price fixing are 
the lesser influence as compared to those emanating from business conditions, 

Experience abroad also points to the organizatory limitations of the policy 
and to its effects on competition. It discourages the belief that price main- 
tenance if fully legalized would produce a general elimination of price com- 
petition in the distributed trades. 

The focal point of attack in the United States against price maintenance sys- 
tems is their alleged influence on prices and margins. This most controversial 
question receives little light from foreign experience. Since price maintenance 
systems abroad have operated for many decades, we are unable to draw “before 
and after” price comparisons of a similar nature as have been so widely used 
in the United States to prove the increase in prices provoked by the fair trade 
acts—or to prove the contrary. A distinct trend towards price rigidity exists 
where European price maintenance systems ate coupled with cartels of pro- 
ducers. The history of not a few price maintenance organizations furnishes 
evidence for a tendency to use price controls in the distributive step for stabiliz- 
ing prices at the manufacturing end. Frequently manufacturers made their co- 
operation in resale price control dependent on dealers’ co-operation with pro- 
ducers’ cartels. 

Nor can it be said that European price controls have tipped the scales in 
favor of the small independent retailer. Despite retail price supervision, large- 
scale distribution has developed in Europe in about the same dimensions as 
it grew in the United States. The co-operative movement, which is strong both 
in Great Britain and in Germany, found itself engaged in a permanent strug- 
gle with price control interests of the independent retailers. Yet there are very 
few instances where resale price attempts definitly resulted in a prevention of 
consumer co-operatives. 

More positive has been the social and the political implications of resale price 
maintenance and it is perhaps here that we have to look for the storm center 
of price controls. Our retail price maintenance laws have furnished retail trade 
associations with an effective propaganda weapon. Similarly in Europe many 
smaller businessmen assembled around the price protection banner. Once organ- 
ized the retail trade developed social and political strength. It now asked for 
further and more intensive protection of its interests. In this respect retail 
groups on the Continent were more successful than our fair trade movement. 
Prohibition of the five and ten cent stores, checks on the horizontal and vertical 
growth of department stores, and many other protective measures have been 
enacted for the protection of the small independent retailers in Europe. Many 
of the trade regulation laws that have swamped the Continent are at least 
partially due to the influence of retail organizations, which in turn owe their 
existence to the price maintenance movement. The large extent of these 
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European laws shows the real dangers of price controls. It is the contagious 
infection with the guild spirit that appears to present the most serious problems 
to a competitive retail structure. 

Surprisingly for American observers, the governments of European countries 
have done little to prevent resale price systems, or to stem their abuses. Resale 
price maintenance has been a controversial issue in Europe, as in the United 
States. Public attention has been centered on it for the last fifteen years, yet 
public reactions were extremely mild. By and large, the authorities took the at- 
titude that price fixing was more or less a matter of those engaged in selling 
and buying and of little concern to the community. The courts upheld price 
fixing unless it was proven that the consumer had been exploited by extortionary 
prices. Except in very few cases of minor importance, no resale price mainte- 
nance system has ever been voided for this reason. It was not until the depres- 
sion of 1930 that European governments became seriously concerned with ver- 
tical price controls. By this time we saw in all three countries, Great Britain, 
Germany, and France, parliamentary bodies at work on our problem. The 
French attempts led nowhere. A thorough investigation of the Reichswirt- 
schaftsrat in Germany centered on the possibility of lowering prices of branded 
articles. Instead of proposing the legal elimination of price restrictions, it 
inspired a law that demanded a 10 per cent price reduction of price-protected 
items. The investigation was obviously initiated with the purpose of co- 
ordinating the sluggish price levels of branded goods to the sunken wage levels 
of the depression. But it eventually did not condemn the policy of main- 


taining prices as such. Similarly favorable was the result of the British investiga- 
tion of 1931. It ended with the issue of a bill of health to the price-maintain- 
ing bodies. 


NATHAN Isaacs led the discussion, but did not submit a summary of his 
comments. Several members of the audience also made informal remarks. 
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ROUND TABLE ON PROBLEMS OF AMERICAN 
COMMERCIAL POLICY 


Percy W. BIDWELL, Chairman 


The following papers were presented at this round table: ‘The Conflict of 
American Foreign Trade Policy with Totalitarian Policies,” by Frank A. South- 
ard, Jr.; “The Relation of American Foreign Trade Policy to New Deal Do- 
mestic Policy,” by Harry D. Gideonse; and “The European War and the Im- 
port Trade of the United States,” by E. Dana Durand. Following the papers, 
Calvin B. Hoover, Ernest K. Lindley, and Charles R. Whittlesey participated in 
the discussion of the topics presented. 

The Chairman remarked that two types of conflict had emerged in American 
commercial policy: the conflict between our foreign trade policy and certain 
of the objectives in New Deal domestic policy, and the conflict of our foreign 
policy with the foreign policies of the so-called “totalitarian” states. The situa- 
tion might be compared to two groups of boys playing baseball. One group in- 
sists upon maintaining the traditional rules of the game, but the other team has 
discovered and is playing according to a new set of rules. Can these two teams 
play ball together? Should the group adhering to the traditional rules (the policy 
of most-favored-nation treatment) be able to insist that the innovators (in this 
case the totalitarian states) give up their newfangled ideas and readopt the 
old rules, or should the traditionalists adopt the new rules, or can some form 
of compromise be devised ? 


PROFESSOR SOUTHARD’S paper dealt with the second type of conflict. Taking 
Germany as the typical totalitarian state, he found the essential elements of 
German trade policy to be: 


1. Rigid contro! of the balance of payments, involving (a) a monopoly of foreign ex- 
change, (b) a pegged official rate, (c) various depreciated rates where essential to promote 
the export of German goods, (d) bilateral balancing (through blocked marks, exchange 
clearing, and barter) wherever it promises to provide the leverage to promote exports and to 
aid essential imports. 

2. Discrimination between countries through tariff, quota, and exchange rate preferences 
partially because it makes an expedient contribution to balance of payments control (as 
above), and partially to serve in building politico-economic groups of countries within the 
German orbit. 


American trade policy by contrast was found to be based upon the principle 
of equal treatment and the maintenance of free markets for foreign exchange. 
Notwithstanding these contrasts, German and American trade policies have 
certain points of resemblance. Both now make use of tariffs and quotas and 
both, in the past, have used currency devaluation. Both promote exports by the 
use of subsidies and by various types of credits. 

A statistical study of changes in German export trade between the 
years 1929 and 1937 showed that German gains were most notable in non- 
industrial countries, principally in Southeastern Europe and South America, but 
these gains were to a large extent offset by losses in the markets of industrial 
countries. Thus the new German trade policy caused a reorientation of German 
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export trade, a change which was facilitated by depressed conditions in the 
markets for primary products. The German export drive, when measured by 
quantum of exports, does not appear to have been particularly successful. Ger- 
man export prices were higher between 1929 and 1938, relative to world prices, 
than either English, American, or Italian prices. This handicap explains to 
some extent the German use of multiple currencies, clearing agreements, and 
other devices for trade expansion. The German policy, Professor Southard con- 
cludes, was one of opportunism: “Germany was forced into her present com- 
mercial policy by her own domestic price policy and by the exchange depreciation 
of her principal competitors.” 

The policy of the United States was found to be in conflict with German 
policy “only in the sense that the two policies differ at many points and that 
the two countries, armed with these policies, are competing in common 
markets.” 

It is shown that the trade policy of Germany has not been more successful 
than that of the United States. It has not succeeded in driving American ex- 
ports out of foreign markets, nor has it prevented the United States from 
finding countries willing to support a non-discriminatory trade policy. Trade 
agreements have already been made with twenty countries, accounting for about 
60 per cent of our foreign trade. “To this list many other countries—including 
virtually every country in Latin America—may be added whenever we are 
willing to make the necessary commercial and financial concessions.” 

How can the United States most effectively meet the competition of Germany 
and other totalitarian states? The answer to this question Professor Southard 
found in the progressive reduction of American tariffs on imports. Between 
totalitarian trade policy and the trade policy of the United States, the conflict 
is intolerable only if our policy does not continue to serve the ends for which 
it was designed; namely, the stimulation of non-discriminatory foreign trade. 
On the other hand: 


If we are on the eve of an acceleration of protectionist sentiment in this country it 
seems rather useless to consider what trade policy is best calculated to meet totalitarian 
competition. Facing this prospect, there is no economic justification for the use of export 
credits, gold loans, or long-term investments as a means of increasing the export of 
American goods. 


Russian and Italian trade policy, Professor Southard found less characterized 
by expediency than the German. In these countries, particularly in Russia, state- 
owned export or import monopolies control foreign trade, fitting it into the 
national economic plan. Under the stress of national need, the totalitarian 
state may export at prices which do not cover cost of production. The trade 
policy of the United States, on the other hand, is based on the assumption that, 
normally, exports will yield a profit. Consequently, if American exports have 
to face cost-disregarding totalitarian competition, there may indeed be an 
insoluble conflict between the two sorts of trade policies. 


But even if this sort of totalitarian export competition should become increasingly im- 
portant there is very little the United States can do to meet it except to offer to foreign 
countries dependable, large-scale outlets for their goods in the United States market... . . 
The only royal road to a successful international commercial policy is market “‘reciprocity.” 
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A summary of PRESIDENT GIDEONSE’S' paper follows: The economic objec- 
tive of our foreign trade policy he finds in a desire to broaden trade by the nego- 
tiation of trade agreements. Its political objective is “the development of an 
atmosphere in international relations in which peaceful intercourse between 
nations becomes somewhat more probable or possible.” New Deal domestic 
policies were characterized as “piecemeal protection of a succession of pro- 
ducers’ interests.” 

The agricultural controls are administered to protect the farmer. The wages-and-hours 
administration is supposed to raise wages. The Wagner Act machinery is charged with the 
protection of collective bargaining. Even the ICC has degenerated into an agency to 
protect railroad labor and railroad bondholders. In other words, the special-interest principle 
of the protective tariff has been generalized. In so far as consumers’ interests are envisaged 
. all, they come in indirectly through the supposed reverberations of the protected pro- 

ucers. 

With this domestic policy our foreign trade policy contrasts sharply; “... . 
the present trade agreements program submits every special interest plea to 
the test of its compatibility with a general interest of the economy as a whole.” 

The speaker laid emphasis upon the trade agreements policy as a safeguard 
of the flexibility and even the viability of our free economic institutions. 
Through foreign trade our economy is kept in constant contact with the world 
market and thus the rational functioning of economic calculations is promoted. 
Because of potential competition, relatively low foreign trade figures in a free 
market may be greatly significant to the health of the economic structure, and, 
conversely, relatively high foreign trade figures, based on the bargaining 
policies of totalitarian states, may conceal a fundamental decay of world 
markets. 

In attempting to explain the irrational character of economic policy in 
foreign countries as well as in the United States, President Gideonse called at- 
tention to the new drift in social policy. The social framework cannot any 
longer be regarded as a constant. Consequently, social and economic theory 
based on this assumption has lost its relevance. 

Modern concentration on a higher standard of living implies emphasis upon 
specialization and the division of labor. It means heavy stress upon rational 
and impersonal factors and continuous undermining of the traditional, the 
social, and the other-than-intellectual. The community reaches a state of “ano- 
mie” in which the old code has lost its grip on individuals without a new code 
emerging. The result is a search for new factors of social cohesion. In older 
communities such cohesion was provided by the church and by the family. 
Nowadays a solution is sought in new trends in domestic or foreign economic 
policy. 

The disintegration of world economy is an obvious fact, only partly obscured by some 
of the immediate military necessities of countries striving for autarchy. The splintering of 
domestic markets into monopolistic segments is equally obvious, and the threatening 
political implications of the destruction of both world and domestic markets are already 
headline material in the daily press. 

New conditions demand a new attitude on the part of economists. The recon- 
struction policy of the New Deal is only a stopgap which does not deal with 


*To be published in full in the March issue of the American Economic Review. 
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basic causes. The restoration of free markets, also, although it would reduce 
immediate economic pressures, will in the end strengthen forces of social dis- 
integration. What is needed is a return to the old art of political economy such 
as was practiced by Hume, Smith, and Mill. The economists should not abandon 
their science to journalists while busying themselves with the study of spe- 
cialized branches, such as money, agriculture, labor, or monopoly. President 
Gideonse insisted that his paper should not be interpreted as an argument for 
laissez faire or an argument against planning in the broad sense of applying in- 
telligence to social problems, but he objected to the present drift of planning, 
both private and public, on the ground that they were concerned with surface 
symptoms. In this respect he found that the planning involved in foreign trade 
policy—planning to restore competitive controls—was similar to that involved 
in the domestic policies designed to create contrived scarcities. 


E. D. DuRAND’s paper dealt with ‘The European War and the Import 
Trade of the United States.” The first World War resulted in a quantitative 
decrease in American imports, and sharp changes in the commodity composition 
of the trade. There was a marked decline (in terms of value) in the percentage 
of total imports furnished by Europe, and a corresponding decline in the im- 
ports of the finished manufactured goods which are the typical products of that 
region. The shift from indirect to direct trade in such commodities as wool, tin, 
and rubber was also responsible for the decline in imports from Europe. 

The new pattern of American import trade differs materially from that of 
1914-18, and consequently conclusions from the World War experience must be 
drawn with caution. Europe has never regained its position as the dominant 
supplier of United States imports (in the two years, 1937 and 1938, it sup- 
plied only 28 per cent). Consequently, the interruption of imports from 
Europe would now be of less significance than it was twenty-five years ago. 
Imports from Germany and the former Austro-Hungarian territories have suf- 
fered a drastic decline and the Allied Powers have also fallen in the ranks 
of suppliers of the American market. This change results partly from the in- 
creasing direct importation of non-European goods, and also from the rise of 
Japan as a manufacturing country. To a considerable extent, furthermore, 
manufactured goods imported from Europe before 1914 are now supplied by 
American factories. 

In the present war, Germany and the territories it holds in Central Europe 
will presumably be shut off completely from trading with the United States, 
but without materially affecting the American economy. The exporting ability 
of the Allied Powers will be reduced, but their incentive to export may be 
stronger. Not being permitted to borrow in our market, England and France 
will strive harder than in 1914-18 to ship goods to pay for commodities im- 
ported from us. In particular they will probably make strenuous efforts to main- 
tain their large and profitable export of alcoholic liquors. 

_ Wood pulp and newsprint paper, taken together, now rank first among our imports from 
Europe. The United States is dependent on imports, in the form of pulpwood, wood pulp, 
and paper (principally newsprint) for almost exactly half of its huge total requirements 


of paper. Three eighths of these imports during recent years have come from the Baltic 
countries, with Sweden ranking first and Finland second 


)- 
ic 
rs 
he 
to 
ed 
to 
rd 
ld 
ad. 
ee 
d, 
ng 
in 
at- 
iny 
Ory 
nal 
the 
no- 
ode : 
der 
ily. 
ic 

ome 
ol 
ing 
eady 
on- 
vith 


122 American Economic Association 


.... If imports of pulp and paper from Europe should be greatly reduced by war condi- 
tions, they could probably be replaced fairly well, partly perhaps by increased imports from 
Canada but more particularly by increased production in the United States itself. A serious 
problem would however arise for many of the so-called “‘nonintegrated” paper mills which 
have relied wholly or chiefly on European pulp for their material during recent years. The 
bulk of the production of pulp, both in Canada and in this country, is not made for sale 
but for conversion into paper in the same plants, and it is uncertain how far integrated 
pulp-paper mills would be able, or willing, to expand their sales of pulp to nonintegrated 
plants. 

Imports from non-European countries may be reduced by shortage of shipping 
or by increased demands for certain commodities on the part of the belligerents. 
Should a severe shortage of world shipping develop, it would naturally affect 
principally our imports of bulky cheap commodities, and especially those drawn 
from the more distant sources. Increased demands on the part of the Allied 
countries may seriously affect our supplies of certain imported raw materials. 

A number of the most important commodities are largely, if not exclusively, produced in 
outlying areas of the British and French Empires. Those Empires, particularly the British, 
are in position to exercise a large measure of control over the distribution to world markets 
of such basic materials as rubber, tin, clothing wool, chrome ore, nickel, asbestos, graphite, 
mica, industrial diamonds, long-staple cotton, jute, palm kernels, and cocoa beans—com- 
modities for which this country must depend wholly, or in considerable part, on imports. 

Dr. Durand pointed out that British and French interests, with the approval, 
and sometimes the aid, of their governments, had organized, even before the 
present war, effective control over some of the commodities named above. 
Since the war, these controls have been extended. They will doubtless be used 
to obtain profitable prices during the war period, especially for sales to outside 
countries. 


Presumably, however, they will not be disposed to extort the last penny, since by doing 
so they might not only reduce unduly the volume of sales but cause ill-feeling in neutral 
countries, including the United States, which the Allies can ill afford to incur, The Allied 
governments will presumably look with particular favor on exports from their Empires to 
the United States, since it is from the United States that they must make huge purchases of 
war materials. 

In commenting on Professor Southard’s paper, CALVIN B. Hoover pointed 
out that in German policy the objective of foreign trade was to acquire imports. 
Exports were only a means to this end; thus the German policy was more closely 
in accord with the thinking of English free-trade economists of the middle 
of the nineteenth century than is our own policy. We stress exporting as an 
end in itself, considering imports as a necessary evil. 


ERNEsT K. LINDLEY disagreed with President Gideonse in his characteriza- 
tion of New Deal domestic policy. He cited a number of new types of control 
set up since 1933, the SEC, WPA, NLRB, the Social Security Administration, 
and others, which had as their purpose not the protection of any group of pro- 
ducers but rather the protection of investors, consumers, or the public at large. 
He questioned also whether the foreign trade policy of the New Deal could 
be characterized as having exclusively in view national rather than special in- 
terests. In all of the trade agreements he found that emphasis was laid upon 
securing concessions for various American economic groups. In general, Mr. 
Lindley approved of the Hull program, but contended that its accomplishments 
had been overrated. 
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CHARLES R. WHITTLESEY:* The existence of totalitarianism has tended to 
obstruct the trade agreements program in a number of ways. In the first place, 
we either could not or would not negotiate agreements with the distinctively 
totalitarian nations. Later, the expansion of Germany deprived certain areas of 
the right to share, on a most-favored-nation basis, in the fruits of the program 
and destroyed one of the agreements, that with Czechoslovakia. With the out- 
break of war, even France and England have become virtually totalitarian in 
their trade methods; for the time being, this has made some of the provisions 
of the agreements more or less meaningless. 

Apart from wartime developments, the problems created by totalitarian meth- 
ods in the field of international commercial policies spring chiefly from the 
greatly reduced importance of individualistically determined prices. The de- 
sirability, emphasized by President Gideonse, of ‘free contact and comparison 
with a world market” is less clear when that market is subject to totalitarian 
controls. To suggest that we should meet the competition of totalitarian states 
in third countries is to imply that we should join them in disregarding price 
considerations—in a word, that we should combat totalitarianism by becoming 
in some degree totalitarian ourselves. It may well be questioned whether foreign 
trade is worth preserving at such a cost. 

While totalitarianism possesses certain tactical advantages in foreign trade, a 
number of serious disabilities are inherent in it. There is a sacrifice of the eco- 
nomic methods of selecting the fit and eliminating the unfit producers. From 
the standpoint of the country as a whole, there is a heavy loading of costs 
because of the burden of administration. Experience has demonstrated that the 
trading partners may become extremely dissatisfied. These considerations would 
seem to indicate that, while totalitarian trading methods may lead to serious 
disturbances, they are subject to fundamental weaknesses. As economists we may 
be tempted to exaggerate the importance of these underlying economic factors, 
but it would be folly to ignore them. 

Professor Southard’s analysis demonstrates that the showing of totalitarian 
states has not been impressive. Gains in some markets have been balanced by 
losses in others. While conditions have perhaps not been entirely representative, 
the evidence this affords is nevertheless highly significant. A dozen years ago 
there was much discussion of the threat of Russian dumping; now it is Ger- 
many. The United States Tariff Commission looked into some of the cases 
of alleged Russian dumping and found that the allegations were almost com- 
pletely groundless. More often then not the charge of dumping was advanced 
in an effort to bolster a weak case for increased protection. 

Nothing that any totalitarian state can do to our foreign trade is half so seri- 
Ous as what we can do to it ourselves. The chief threat of totalitarianism to 
our foreign trade is that it may be used as a bogey to bring about the intro- 
duction or extension of economically unsound measures by the United States, 


and may be employed to emasculate, if not to destroy, our trade agreements 
program. 


*Summary submitted by Professor Whittlesey. 


THE TRANSPORTATION PROBLEM 


THE ADJUSTMENT OF RATES BETWEEN COMPETING FORMS 
OF TRANSPORTATION 


By JosePH B. EASTMAN 
Chairman, Interstate Commerce Commission 


Contrary to ideas rather widely entertained by those who have not 
studied the history of the Interstate Commerce Commission, the transporta- 
tion abuses which it was created to abate were the product more of com- 
petition than of monopoly, although both were contributing factors. Be- 
tween them, with competition as the main moving force, they had produced 
all manner of discriminations in rates which were found on every hand and 
were thought by many to be unjust. The competition was chiefly between 
railroads, but even in those days water transportation was an important com- 
petitive force and was responsible for the more flagrant instances of charging 
more for short than for long hauls over the same route which were particu- 
larly obnoxious to public opinion. 

It is significant that in the second year of its existence the Commission 
recommended ‘‘that the carriers engaged independently in interstate traffic 
on the rivers, lakes, and other navigable waters of the country be put 
in respect to the making, publishing, and maintaining rates upon the 
same footing with interstate carriers by rail.” In the same report the 
Commission dwelt upon the damage done to both the railroads and the 
public by unreasonably low competitive rates, and five years later, in 1893, 
after mentioning the many railroad receiverships, it recommended that it 
be given authority to fix minimum as well as maximum rates. It thus 
appears that even then the thought had gained ground that regulation 
directed against unduly low rates, and designed to curb competition in this 
respect, might well be required in the public interest to protect the carriers 
against themselves. 

The power to prescribe for the railroads minimum in addition to maxi- 
mum rates was, however, not given to the Commission until 1920, when 
it was conferred in a statute, the Transportation Act of 1920, whose pre- 
dominant object was to foster and promote good financial health for the 
railroads. This endeavor to promote carrier welfare through legislation 
has since persisted. The five most important transportation statutes of 
recent years (the Emergency Railroad Transportation Act, 1933, the Inter- 
coastal Shipping Act, 1933, the Motor Carrier Act, 1935, the Merchant 
Marine Act, 1936, and the Civil Aeronautics Act, 1938) were all acts 
whose primary purpose was, in one way or another, to improve cartief 
financial conditions; and the same motive dominates the transportation 
legislation which Congress now has under consideration. The shipper and 
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traveler have not been the direct objects of concern in the more recent 
regulatory acts. The immediate objects of concern have rather been the 
carriers, with the thought, of course, that their welfare is in the long run 
essential to the public welfare. Those who are wont to inveigh against 
public regulation as a force that hampers and hurts the carriers may well 
give heed to the fact that the carriers themselves have been leading pro- 
ponents of the more important federal regulatory statutes from 1920 to 
date. 

The reason for this lies in the fear, generated by plenty of practical 
experience, of the effects of unrestrained competition, a fear which has 
continually grown more acute as competition in transportation has increased 
in prevalence and intensity. The outstanding transportation fact of the 
past two decades, as everybody knows, has been the tremendous growth 
of such competition. The traffic which is not open to some kind of com- 
petition in transportation is now so rare as to be negligible, and one very 
important fact is that much of this competition, so far as all forms of 
transportation except the railroads are concerned, can be furnished by the 
shipper or the traveler with his own facilities. 

I sometimes wonder whether it might not be wiser to let nature have 
her way with this competition and work out results on Darwinian prin- 
ciples. Apart from the carnage and disaster for many which this process 
would involve, however, such a struggle for existence would not be 
maintained by intelligent human beings in the absence of compulsion. 
Left to themselves, sooner or later they would begin to trade and combine. 
The alternatives to an attempt to abate the abuses of competition by public 
regulation are, therefore, either to compel competition to be maintained in 
full force and vigor until only the fittest survive, or to permit the carriers to 
work out a state of peace in their own way through an admixture of throat 
cutting, trading, and combination. Neither of these alternatives appeals 
to me as likely to produce satisfactory results, and therefore I see nothing 
to do except to continue and improve, if possible, the policy of regulating 
competition in transportation to which the country is now quite definitely 
committed. 

With respect to this matter, I speak with the limitations of one who 
has the job to do and cannot properly indulge his own theories without 
hearing and considering what all interested parties have to say. The Com- 
mission now has a number of important cases pending in which the rates 
of competing forms of transportation are under consideration. They pre- 
sent issues which, in my judgment, are as difficult as any that the Com- 
mission has ever had to determine, and there is such a clash of views as 
to how they should be determined that the controversy is likely to spread 
to the Supreme Court, to Congress, and to public opinion. I am inclined 
to believe that sound and satisfactory policies will be developed only 
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gradually through the decision of successive cases and experience with the 
practical results, much as the common law was developed. For these reasons 
I shall not undertake in this paper to give answers to the problems but 
only to indicate what some of them are. 

The competition between different modes of transportation is, of course, 
affected very materially by the extent to which public aid or subsidy is 
given, directly or indirectly, to each. Very complicated questions of fact 
and of public policy are presented by this matter, but they have not been 
committed to the Commission for determination or consideration, and we 
must take the situation as it exists in this respect regardless of what it 
should be. The chief questions by which the Commission is confronted 
in the adjustment of the rates of competing forms of transportation are 
whether and how and to what extent it should exercise its authority to 
prescribe minimum reasonable rates. 

What is a minimum reasonable rate? This is a question which the 
Supreme Court may have to answer. There are widely different views. 
At one extreme, there are those who say that it is a rate which covers 
with some margin what is termed the “out-of-pocket expense’’ of hauling 
the traffic, by which is meant the expense which is added when the traffic 
is carried and which is saved when it is not carried. Others say that the 
measure is what I call the full allocated cost of service, including a fair 
return on the value of the property used in the service. This covers, not only 
any expense for which the traffic in question is solely responsible, but also 
its proportional share of the expense incurred in common for that and 
other traffic and of the profit essential to the financial welfare of the carrier. 
At the other extreme, many take the view that no particular formula can 
be used in determining a minimum reasonable rate. Many things are 
pertinent and there are flexible limits of judgment, dependent on the cir- 
cumstances, just as there are in the determination of maximum reasonable 
rates. Congress, according to this view, must have given the Commission 
this power for the purpose of preventing destructive competition, of pro- 
moting the use of each mode of transportation in the service for which 
it is economically best fitted and discouraging its use under reverse cit- 
cumstances, and of stabilizing and improving the financial conditions gen- 
erally prevailing in the transportation industry. This being so, it is argued, 
the power should be used in each particular situation in whatever way will 
best accomplish that purpose. 

In the past, cost of service lurked in the background in the fixing of rail- 
road rates, but the railroads used only rule-of-thumb methods in determining 
such cost and were chiefly interested in it from the standpoint of results 
in the aggregate. In fixing rates on a particular kind of traffic, they were 
more interested in what it would bear. More euphemistically, this has come 
to be known as giving consideration to the value of the service. The 
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highest rates in relation to the cost of service were, I think, and speaking 
broadly, the carload rates on commodities capable of fairly heavy loading 
and of relatively high value. The present widespread competition from 
other modes of transportation, both public and private, has brought cost 
of service into the foreground and given it a much greater degree of 
importance. In adjusting rates between competing forms of transportation, 
specific knowledge of respective costs of service, so far as it is attainable, 
seems essential. 

I say “seems” in this connection, because there is a school of thought 
to the effect that when carriers of different types compete, each can con- 
tribute something in the way of service that the other cannot supply, so 
that all ought to be available for public use. Therefore, it is urged, com- 
petitive rates ought to be adjusted to a basis which will be profitable to 
the carriers concerned, of whatever type, and which will permit them all 
to share in the traffic. In such an adjustment, those who hold this view 
would give lesser attention to respective costs of service, but in determining 
the general level of the rates would give heed to the value of the service, 
and they would also establish what are termed ‘‘differentials” in the rates, 
i.e., fix rates somewhat higher or lower for one type of carrier than for 
another, wherever necessary to bring about what they regard as a fair 
distribution of the traffic. 

However, the Commission is concentrating attention on the subject of 
cost finding, and has recruited a small staff of experts for this purpose. It is 
hardly necessary to say that the subject is full of opportunities for contro- 
versy, particularly as to railroad costs, because of the large extent to 
which costs are incurred in common for the hauling of many different types 
of traffic. To distribute such items of expense, allocation formulas must 
be used the accuracy of which is not capable of complete demonstration, 
and which often appear somewhat arbitrary. So-called ‘‘out-of-pocket 
expense,’” which also enters into the picture, as I have already indicated, 
has been found to be a shifting and elusive quantity, dependent on the 
volume of traffic under consideration. 

That the questions which arise out of the desire of carriers to take on 
competitive traffic, if need be, at rates which yield only a bare margin over 
what they deem to be the out-of-pocket expense require close and thor- 
ough study is, I think, already very evident. From time immemorial the 
railroads have justified low competitive rates on this theory that the traffic 
so gained adds comparatively little to the expense which would otherwise 
be incurred. Trucks and ships find plenty of opportunities for applying 
the same theory, particularly in securing return loads when traffic pre- 
ponderates in one direction. No doubt it is a fairly sound theory, if con- 
fined to a comparatively small fraction of the traffic carried. The difficulty 
is that out-of-pocket expense tends to increase disproportionately as this 
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fraction increases in size, and this tendency becomes a positive danger when 
competition is so generally pervasive as it is at the present time. It is 
relevant to call attention to the fact that prevailing railroad passenger fares 
and less-than-carload freight rates in general, as well as many carload rates 
which they charge in competition with water carriers, can only be justified 
by the added-traffic, out-of-pocket expense theory. 

Ittis also evident that in adjusting the rates of competing types of for-hire 
carriers under modern conditions, consideration must always be given to 
the ability which the shipper frequently has to provide his own private 
transportation, by ship, truck, or pipe line, if he finds this to his financial 
advantage. This is a factor which tends to make cost of service much more 
nearly a measure of what the traffic will bear than once was true. There is 
some alleviation from the standpoint of the for-hire carriers, however, in 
the fact that the shipper seldom has a good load factor; that is to say, the 
traffic which he can handle himself is apt to be mostly in one direction; 
and he often shrinks from the investment and the creation of an organiza- 
tion required to carry on what is for him a new line of activity. This is 
especially true of motor carriage. Ordinarily he prefers, unless the cost 
disadvantage is quite substantial, to utilize the services of the for-hire 
carriers. 

A further danger that we must be on guard against in fixing minimum 
rates is the establishment of an artificial and rigid method of rate making 
which will impair the incentive which free competition gives the carriers 
to increase the efficiency and economy of their operations. When it is borne 
in mind that the amount of transportation to be performed is not a fixed and 
static quantity, but one capable of expansion as facilities with lower costs 
are made available, it is not difficult to realize the danger to the develop- 
ment of the country if this incentive to improvement is removed or im- 
paired. However, this is as yet no more than a remote prospective danger, 
for certainly the incentive is now very great and improvements in trans- 
portation are being made at an unprecedented pace. 

In the period from 1920 to 1935, the Commission’s transportation jutis- 
diction, except for a limited authority over pipe lines, was confined to rail- 
roads and allied carriers, and the power to fix minimum rates was used 
very sparingly. The railroads rarely sought its use. There were important 
cases, however, where it was used, largely on the Commission’s own 
initiative, to protect the rate structure against threatened rate wars; and 
in the exercise of its discretion to grant or withhold relief from the pro- 
hibition against charging more for a short than for a long haul over the 
same route, the Commission undertook to prevent certain competitive 
railroad rates from going below a “reasonably compensatory” level. 

Since the passage of the Motor Carrier Act, 1935, however, the power 
to prescribe minimum rates has been invoked much more frequently. Interest 
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ingly enough, the motor carriers have often sought its use to curb what 
they deemed to be demoralizing and destructive competition in their own 
ranks, and both railroads and motor carriers have increasingly prayed 
for its use against each other. In the past year or so the competition 
between these two forms of carriers has grown in intensity and virulence, 
and in a considerable number of instances the Commission has felt im- 
pelled to arrest the vicious circle of reductions through its suspension 
powers pending a thorough investigation. 

To date the Commission has had no jurisdiction over the port-to-port 
rates of water carriers and only power to prescribe maximum rates for 
joint rail-and-water hauls. The legislation which has now reached the con- 
ference committee stage in the present Congress, however, proposes to 
extend the jurisdiction of the Commission, so that it will cover water 
carriers in much the same way as railroads and motor carriers. Obviously, 
if this is done, our problems will not be simplified. On the other hand, 
the opportunities to bring about a better co-ordination in the use of these 
three modes of transportation, to the advantage of the public as well as of 
the carriers, ought to be increased. 

In so short a paper as this, it is of course impossible to give more than 
a cursory indication of the problems which are involved in the attempt, by 
public regulation, to adjust the rates of competing forms of transportation. 
Enough has been said, however, to suggest that the lot of regulatory bodies, 
like that of which I am a member, which have this task to do is, like that 
of the policeman, not a happy one. I often wish that it could be my good 
fortune to have in hand the regulation of a prosperous monopoly. It must, 
I feel sure, be an infinitely easier task than the regulation of a multitude 
of violently competing and more or less impecunious carriers. The latter 
work requires, if it is to be done at all satisfactorily, an extraordinary 
amount of patience, care, and wisdom. The stock of those qualities which 
we possess is strictly limited, and if the economists of the country can help 
us with their own mental powers and stores of acquired knowledge, we 
shall be very grateful indeed. 


The Transportation Problem 


131 


en 
is 
res 
tes 
ied 
ire 
to 
rate 
cial 
ore 
eis 
in § 
the 
ion; 
iza- 
sis 
cost 
hire 
num 
king 
riers 
and 
costs 
slop 
nger, 
rans; 
juris: 
used 
yrtant 
=| 


ASPECTS OF THE PROBLEM OF PUBLIC AIDS TO 
TRANSPORTATION 


By CHARLES S. MORGAN 
Interstate Commerce Commission 


I wish to make it clear at the outset that the views expressed in this 
paper are my own and are not to be attributed to the Interstate Commerce 
Commission. 

The problem of subsidy or, to use a broader term, of public aids to 
transportation is part of the larger problem of adjustment created by the 
marked expansion of facilities, both public and private, in the last two 
decades in the face of a basically lower rate of growth in the sum total of 
demand for transportation service. From 1920 to 1937, there was a net 
addition of 24 billion dollars, or about 85 per cent, to our transportation 
plant,* not including sums tied up in motor vehicles, water transport 
equipment, airplanes, garages, shops, motor terminals, etc.? Population, 
on the other hand, increased only 23 per cent and, apart from the depres- 
sion, production has shown little ability to maintain its prewar rate of 
growth. Further large public expenditures are being asked for: an as yet 
undetermined sum, necessarily involving billions, for a “master plan of 
free highway development,” including drastic changes in urban transport 
facilities,* half a billion for a system of federal airports, 240 million 
dollars for this waterway and 100 million for that one, and so on appar- 
ently without end. Users will pay all or part of the cost of certain of the 
facilities contemplated; recoupment from land operations is considered 
a possibility in others; and in others no compensation is expected from 
the benefited users. 

Quite apart, then, from the question whether present facilities or future 
ones involve or will involve public aid, and quite apart from the fiscal 
problems presented, there is the difficult question of absorbing transporta- 
tion facilities of such magnitude into our economic system. 

Still apart from the question of whether or not they confer public aid, 


* Railroads, 9.9 billions; highways, roads and streets, 17.8 billions; pipe lines, 0.8 
billion; river and harbor improvements, 0.9 billion; airways and airports, 0.2 billion; 
less retirements, 5.8 billions, mainly railroad but also including extensive abandonments of 
interurban railways. In addition, nearly 2 billions of funds have been privately invested in 
urban transit facilities. 

* Of the foregoing 24 billion dollars, 19 billions, or nearly 80 per cent, represented public 
investment, mainly in roads and streets. Giving effect to the other items mentioned above, 
total expenditures made in 1937 for new transportation facilities and for maintenance of 
all facilities are found to have been divided between public and private in substantially the 
same ratio as they had been in the single year 1921. This ratio is 87 per cent private and 
13 per cent public. 

* Bureau of Public Roads, Toll Roads and Free Roads, part II (House Doc. 272, 76th 
Cong., 1st Sess.). 

* Civil Aeronautics Authority, Airport Survey (House Doc. 245, 76th Cong., 1st Sess.). 
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public provision of facilities has two other consequences which have served 
to make the last two decades dizzy ones in the field of transportation. 
The user of public facilities, if he pays at all, pays as he goes. The ease 
with which he could and in some cases still may engage in transport opera- 
tions, for-hire or private, has disturbed existing transportation agencies, 
shippers, and regulatory principles to the very core. Conditions had to grow 


nis worse before they could become better. State regulation of motor carriers 
ce began at a fairly early date, but only after the lapse of fifteen years had 
revealed the elements of strength and weakness and the needs of such 
to carriers could they be brought under federal regulation. Air transportation 
he matured more quickly. Water transportation remains unregulated in con- 
wo siderable part. Regulation does not, of course, put an end to problems, but 
of it brings them under needed public scrutiny. 
net The other and perhaps more disturbing phase is the obvious enough 
on fact that private transportation operations, other than those of certain 
ort pipe lines and minor private railroads, are made possible only by public pro- 
on, vision of facilities. So far as can now be seen, it is doubtful whether there is 
cS any legal basis on which to check the expansion of private transport, except 
of to a limited extent through the imposition of safety regulations or, where 
yet conflicts with local interests, as in the marketing of fruits and vegetables, 
of are considered so serious as to require and permit local taxation, bonding, 
ort and similar restrictive measures. In certain instances, private transportation 
10n is the only form available. Where it is competitive with for-hire, as in 
sat: the case, for example, of the large barging operations of the steel and oil 
the companies, it generally is more efficient than common-carrier service em- 
red ploying the same medium and, less frequently, than any for-hire carriage. 
om Private transportation by water is generally and that by highway is often 
a handmaiden of large industrial units. It therefore has serious economic 
‘ure and social implications. The pressure so created has, within the past fort- 
scal night, led the Commission to abandon its position of over fifty years’ 
ta: standing against the charging of a lower rate on a so-called ‘‘multiple’’ car 
shipment than on a single carload.° Closely allied to large industries are the 
aid, so-called “contract operations.”” These also are found only where facilities 
* are publicly provided. Regulation of such operations presents especial 
tion: difficulties, 
ts of These broad remarks do not necessarily signify that “something should 
"= be done” about private transportation. If its costs are truly lower and 
ublic its operations are conducted to this end only, it is certain to expand or 
wep to act as a leveler of for-hire rates. My only purpose is to emphasize the 
y me fact that there is here a basically disturbing influence associated with public 
76th *I. & S. 4645, Molasses, New Orleans, La., to Peoria and Pekin, Ill. The contrast is not 
as sharp as is here indicated, however, in that commodity rates have long been influenced 
oss.) by volume of shipments and methods of handling. 
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provision of facilities which has larger implications than those of subsidy, 
considered alone. 

Within this larger framework of facilities provided by the public is 
that part that is used under conditions of subsidy or public aid. Presented 
here are the additional questions of how agencies receiving public aids and 
those not receiving them, or agencies receiving aid in different amounts, 
can continue to compete with one another, and also questions of coping 
with the repercussions created by public aids on sections, localities, and 
individual shippers dependent on different forms of transportation. The 
problem is far more than a carrier problem. Those who have followed 
transportation briefs in the past ten years know that there has been no lack 
of defense and offense. Special pleading, name calling, rate cutting, and 
efforts in the direction of securing restrictive legislation have abounded. 
At the moment, the situation is one of unbridled debate leading to little 
conviction. 

How, it may be asked, did this condition come about? What have been 
the forces at work? Doubtless these have occurred to you as I have pro- 
ceeded. (a) The most obvious is the irresistible pressure of technological 
advances. Highway, air, and certain pipe-line and barge operations are 
the result of new and in some cases revolutionary developments in the 
arts. Commercial highway transportation, large as it has grown, is histori- 
cally an incident of the improvement of roads and streets for the private 
passenger car.® It is largely unique in its sharing of facilities provided pri- 
marily for other purposes. This fact of joint use confers substantial net 
advantages, inasmuch as highways for solely truck and bus use, beyond 
short stretches, could not be supported by commercial vehicles alone.’ It 
does not, however, enter into the determination of whether or not public 
aid has been conferred on this branch of transportation. 

(b) Another group of influences are related to the need, or assumed 
need, for relief from competitive pressures. Waterway improvements, 
sought as a means of directly or indirectly lowering transportation charges 
for a section, locality, or particular shippers, readily come to mind. Another 
type of competitive pressure is illustrated by the truly remarkable expansion 
in the last few years of barge transportation of petroleum products. In at 
least certain instances these operations represent an effort to cope with the 
rapidly expanding transportation of such products by pipe line. An interest- 


*It is not intended to imply that special facilities have not been provided for larger 
vehicles. 

"Complaint sometimes is made that users of public facilities obtain an unfair advantage 
in that they do not have to concern themselves with “‘‘right-of-way problems.” They can, 
it is said, concentrate on transportation as such, while railroad executives have broader 
problems to consider, The answer that highway interests, at least, would make is that 
coping with the interferences created by the passenger car and with the difficulties of 
obtaining and protecting operating rights produces managerial and operating worries that 
amply compensate. 
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ing story in industrial economics, involving also the relations of refinery 
locations to points of production of crude oil supplies, is unfolding here. 
The railroads, placing perhaps too much weight on the assurances of the 
Transportation Act of 1920, and faced with what they interpreted as a 
threat of government ownership if service did not improve, took a bold 
stand in 1923 to improve their facilities and lower their unit costs. The 
result was a huge increase (roughly one third) in investment, to 1932. 
Since then they have continued, as funds permitted, to modernize their 
plant in order the better to meet the competition of other forms of trans- 
portation. 

(c) A final reason for the large increase in public and private investment 
in transportation facilities in the past fifteen or twenty years was, I am sure, 
the misreading of the indications of the future demand for commercial trans- 
portation service in the aggregate. The unusually heavy traffic of the War and 
early postwar years exerted considerable influence in this respect. The basic 
slowing down of population growth, discernible in 1920 to those who 
followed such matters, despite outward evidence to the contrary, was 
totally unknown to the general public, and there were those who preached 
the doctrine of an enduring prosperity and an ever expanding economy to 
a large group of willing listeners. Use of the private car has, of course, 
multiplied beyond all expectations. 

We have, then, as the result of increased investments, in some instances 
representing public aid, a major problem in the rationalization of trans- 
portation facilities. The job of transporting the nation’s goods and travelers 
has been split up to a degree never before dreamed of. The railroads, our 
only all-service transportation agency, now operate on a narrower rate 
base and are driven to increasing their rates, to the limited extent possible, 
on captive traffic, while drastically cutting other rates. Other carriers have 
difficulty in hanging on. The conditions in general are approaching chaos. 
Whatever the way out—whether through resorting to a cost basis of rates 
or in some other direction—the long-run effects of these new competitive 
forces may prove to be major changes in the economic structure of the 
country. 

The more important it is, therefore, that the facts respecting public 
aids and what can be done about them be ascertained. There is such need 
not only to clarify the relations of carriers (the places of each in the 
transportation structure, the possibilities of replacing rate cutting with 
co-ordination, the removal of baffling uncertainties), but also to enable 
a wise policy in the authorization of further outlays for public and private 
transportation facilities. Basic questions of rate and tax policy are pre- 
sented. Whether or not action will follow upon the development of facts 
with which reasonable persons will agree is, of course, a matter for 
discussion in other forums. If my reading of the signs is correct, the country 
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now is at least ready to examine the facts with an open mind. These facts 
can be presented in a convincing way only by adherence to consistent 
principles in the determination of publicly-borne costs, one form of trans- 
portation compared with another, and by adhering to only those principles 
which, with due consideration of differences in conditions under which 
the facilities are provided, arise out of privately-conducted transportation 
operations. Where considerations other than those of an economic nature 
do enter in, they should be given a proper label for all to see. 


In order to emphasize these matters, I shall pass over the problems 
presented in measuring the aids received by the railroads in the distant 
past, certain recent aids to railroads, the aid represented in the operations 
of the Inland Waterways Corporation, the problems of joint cost allocation 
presented by certain waterway projects and by the air-mail contracts, and 


such essential technical questions as the determination of the service lives 
of roads, bridges, locks, and dams, of how thick a concrete pavement slab 
should be to support a defined load, or of the bearing power of a flexible 
pavement. Aids to ca hee generally resulted in an increase in the pro- 
prietorship account and only in the case of certain of the federal land 
grants involved a contractual obligation to the donor. That there are few 
direct grants to an individual carrier at the present time should be evident 
from what has gone before. I also wish to remark that no finding of public 
aid can be carried to the point of complete accuracy. 

It is encouraging that in the more popular discussions of the aids ques- 
tion, the ‘‘annual cost’’ concept is superseding the old ‘‘expenditures’’ basis 
of defining the costs that, less payments made, if any, are assumed to meas- 
ure public aid. Much has been heard about the “commercial” concept and 
the “public utilit yncept in the case of the highways, though not else- 
where. I shall reti tl matters after a discussion, necessarily brief, 
of the two most controversial factors in the determination of annual cost. 
This discussion may seem unusual to some of you, but I can assure you 
that it is far from that in the minds of the highway, waterway, air, and 
railroad interests. The sums involved are staggering. 

Annual cost as monly used represents the sum of a given year's 
operating expenses li eg a emit for depreciation or its equivalent 
in the form of amortization of bonds, and interest or return on capital 
invested. Some are strongly of he opinion that the only interest to be con- 
sidered is that actually paid on ‘ob igations incurred to provide the specific 
facilities that are being costed, and that no use should be made of the 
concept of a return as such; some are of the opinion that a return should 
be reckoned on the investment, whatever its source, less that part written 
off by depreciation or amortization charges; others, while recognizing the 
legitimacy of a return in this latter sense, urge that it should be offset 
by interest on the annual money value of the benefits or savings conferred, 
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as explained hereinafter. In addition, it has been urged that taxes on the 
depreciated investment in the public facilities should be included as a 
cost element. 

Taxes can be disposed of briefly. It is proper to set up a theoretical 
tax charge for purposes of comparison of the costs of different agencies 
of transportation, as when an appropriation measure involving a facility 
which will be competitive with the railroads is under consideration, and, in 
their wisdom, policy-making bodies could, though it seems altogether 
unlikely that they would, consider the assessment of such a charge for 
revenue purposes. Except in a very special and limited sense, taxes are 
not a cost, however, and should not figure in the determination of public 
aid. 

There is the utmost confusion with respect to the item of interest. As 
stated above, all transportation facilities—water, highway, air—should be 
treated alike. The recent head of the Inland Waterways Corporation, in 
holding that interest is not a cost unless it has been earned, failed to 
recognize a basic term of the experiment he was conducting. While under 
the accounting regulations he was required to observe he could not have 
set such interest up on his books, he had the precedent of the Panama Canal, 
which for a number of years has included interest as a ‘‘statistical charge.” 

The reasoning employed by persons concerned with inland waterway 
improvements proper is similarly difficult to accept. To say that the annual 
cost of a waterway cannot be found without consideration of computed 
interest on savings appears to be a confusion of cause and effect. The costs 
should be as clearly determined as possible; the savings should also be 
estimated to the extent possible and they may, for purposes of appraisal, 
be set against costs in their yearly amount (not as interest on savings). 
The result is a comparison of costs with benefits. The latter are not, how- 
ever, true economic benefits, inasmuch as they are derived from comparisons 
of the costs to shippers of using an agency, the railroads, which meets or en- 
deavors to meet a full line of costs, with those of using the services of a 
carrier which in no case bears the cost of its right of way. Consideration also 
needs to be given in this connection to the effects of railroad rate cutting, 
which translates direct waterway benefits into indirect ones. It is urged that 
waterways have not been given an opportunity to show what they can do, 
and that recourse to these indirect benefits in justification of the govern- 
ment’s outlay is warranted. Again, however, the question is one of the 
economic significance of the results produced by the competition in this form 
of private with public facilities. 

Highways present more difficult questions. Here motor vehicle users 
pay huge sums year after year. They therefore urge that they would be charged 
twice if interest were set up: first, to provide funds with which the facilities 
are created and, second, to pay a return on such funds. However, the reason- 
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ing employed in the case of waterways is equally applicable here. Interest 
is a cost and the better the facilities the greater is such cost. These facts 
are recognized in the planning of highway improvements. The recent rejec- 
tion by the Bureau of Public Roads (now the Public Roads Administration) 
of a plan for seven transcontinental superhighways obviously turned in con- 
siderable part on the inability of users to meet that portion of the annual cost 
represented by interest. The answer would be the same whether bonds were 
issued for the purpose or recourse was had to current Treasury revenue. 
Likewise, the alternative plans for ‘‘free highway development” face the 
same cost item. 

The contrary view assumes that motor vehicle users are the principals 
and that governments are their agents. No such relation obtains. Govern- 
ments plan and own the facilities, bear the attendant risks, and ultimately 
must either call upon general revenues or lose their investment through 
deferment of maintenance if motor vehicle users do not pay the share of 
the cost apportioned to them. Users are not owners but, in a sense, ‘‘cus- 
tomers.” 

The essential purpose of an interest computation is to spread the costs 
represented by invested funds over the life of the facilities. Individual 
users come and go, in point of time and in point of geography. If the full 
cost of serving them at a time and in a place is to be determined, interest 
must be included. Only in this way can a proper bill be rendered on the 
basis of a division of costs between such users and all other beneficiaries 
of the improvements. However, should it develop that motor vehicle users 
more than meet their obligations in a given instance, the difference repre- 
sents a contribution for which they may be given credit. Theoretically, this 
contribution would be returned to them in the form of annual depreciation 
or amortization credits and of interest on unused balances. This adjustment, 
if necessary, would consistently reflect the relation of the motor vehicle user 
to the governments. 

It may be asked, however, what would be done with the interest so 
collected. This question largely misses the point. The preceding discus- 
sion has sought to show the need for better cost-finding in order that 
governments may better know what they are accomplishing. Peterson sug- 
gested in 1932 that the states may have been collecting interest without 
knowing they were doing so; that is, by applying motor vehicle user funds 
to extensions of plant.* How far such has been or will be the case can be 
determined, however, only by knowledge of costs from year to year. What, 
for example, has been the extent of consumption of capital through un- 
recognized depreciation? With good cost records, better knowledge of 
service lives, and running inventories of highway facilities, a cost statement 


* Shorey Peterson, “Highway Policy on a Commercial Basis,” Quarterly Journal of Eco- 
nomics, May, 1932. 
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on which action can be premised becomes possible. Progress is being made 
in each of these directions. What action will be taken is a matter of public 
policy, and different courses of action will appeal to different policy-making 
agencies. 

I come next to a brief discussion of the “public utility’’ concept, especially 
as it has been developed by the railroads.* Peterson formulated the ‘‘com- 
mercial concept’’ some years earlier but did not carry his reasoning to the 
extremes found in the railroad report. There were other earlier discussions, 
particularly those of Dean Anson Marston, of Iowa State College. Less fully 
developed in certain respects than the railroads’ concept, Dean Marston has 
gone far in his suggestion that public facilities, other than land, be made 
subject to the usual processes of valuation for rate-making purposes. As 
a matter of economic logic there seems to be no need whatever for departing 
from the investment figures on the books; why the public should bear the 
burden of an inflated rate base if prices rise or why it should suffer a loss 
if prices fall is difficult to understand. If all prices and rates moved sym- 
pathetically, there would perhaps be a theoretical reason for varying the 
highway investment figure accordingly, but such a counsel of perfection 
has no appeal in a period when competition has pushed aside abstract legal 
rights to earn. 

The whole problem is, in fact, one of degree, for it cannot be denied 
that the collection of special user payments connotes that governments are 
engaged from some points of view in a quasi-commercial enterprise, as 
distinguished from their relations to users of schools and parks. The pre- 
ceding discussion of interest shows that such is the case. But the tendency 
is to go too far and to make claims that find no support in the relation 
of highways and streets to all who use or benefit by them. Whatever 
may be said to the contrary, the public utility concept as developed by the 
railroads has had no real test in a court of law and has been accepted 
by no official agency speaking authoritatively for the general public 
interest.'° The question is still in the field of debate. 

Two of the three special matters involved in an evaluation of the con- 
cept have already been discussed as extensively as time permits. These 
are interest and taxes. The remaining question is the assignment of responsi- 
bility for costs between motor vehicle users as a class and all other benefited 
parties. I cannot go into any detail, but will limit myself to one of several 
vital spots at which criticism must be directed. 


* Breed, Older, and Downs, Highway Costs, A Study of Highway Costs and Motor 
Vehicle Payments in the United States, 1939, a report prepared for the Association of 
American Railroads. 

” Colorado has recently adopted a resolution which calls for an annual ascertainment of 
costs, including interest, taxes, and a charge based on the value of lands occupied by roads 
and streets, and an allocation of the sum of these items between motor vehicle users and 
others according to a prescribed formula and between classes of users on a ton-mile basis. 
As yet, however, it is not known whether rates of taxation will actually be adjusted accord- 
ing to the findings of such studies. 
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The concept hinges on the so-called “system concept.” It is urged that, 
till he crosses a state line, the motor vehicle user is aware of no jurisdictional 
boundaries and that all roads and streets within a state, from a busy main 
highway to a cul-de-sac, constitute an organic whole. Streets, it is said, 
are merely terminal facilities for intercity operations and secondary rural 
roads are branch lines or feeders. “The motor vehicle,” it is urged, “has 
removed the local use concept from these highways.” Stress is laid upon 
the analogy to rail operations. On the basis of this reasoning, conclusions 
are drawn as to the percentages of motor vehicle user responsibility for 
each of the three road en 

Without elaborating upon an answer, it seems clear that far too little 
weight has been given the facts long known but now clearly established 
by the Highway Planning Surveys as to the preponderantly local character 
of motor vehicle use. T] in eleven states in a recent year, 37 per cent 
of all trips outside city limits by passenger cars and trucks were to points less 
than five miles distant, 64 per cent to points less than ten miles distant, 
and 84 per cent to points less than twenty miles distant. One-way trips of 
a hundred miles or over constituted less than 2 per cent of the total.” If 
the multitude of short trips made in purely urban travel or in running 
from the farm to the ntry store were also considered, further emphasis 
would be given to the fact that the motor vehicle is so essentially fitted 

life, with its measures of work done and 
pleasures taken, normally at no great distance from his home, that its 
identification with intercity transportation must be limited. The conse- 


quences are that the relations of terminals and feeders found in rail trans- 
portation have little to match them in the motor vehicle field. This conclu- 
sion serves to indicate, then, the need, in assigning responsibility, for fully- 
reasoned distinctions between the functions of our different road and street 


systems. 

There are numerous other questions which require careful public con- 
sideration. Some relate to what can be done with the facilities we now have, 
some to tolls, local sharing of the costs of waterway improvements, aban- 

ic projects, selling the Inland Waterways Corpora- 
tion operation, and some to the determination, by more expert methods 
of appraisal, the real public interest in the making of further transportation 
improvements. The depression has revealed the weaknesses of our present 
transportation regime and any disinterested appraisal suffices to show that 
much public money has been expended uneconomically. A new orientation 
is needed, with due consideration of the changed tempo of our economic 
life and of the need for consistent, objective appraisals of what it is expected 
to accomplish with given expenditures. Public aid always results in over- 
™R. H. Paddock and R , “Preliminary Results of Road-Use Studies,” Public 
Roads, May, 1939, p. 52 
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building and often in sheer duplication of facilities. The country, now 
more than ever, cannot afford these results. The problem is largely up 
to shippers, some of whom cry out against the drastic changes in marketing 
methods introduced by new forms of transportation, but others of whom 
continue their indifferent attitude toward government expenditures in their 
desire to bid one form of transportation off against another. There is need 
for an impartial, independent review agency to whom all projects involving 
federal expenditures for transportation should be referred for critical 
analysis. A first task of such an agency would be a clear definition of the 
basic economic concepts involved, after hearing from all who have some- 
thing to contribute. Such a body would co-ordinate the interests of individual 
departments in particular forms of transportation, see the problem as a 
whole, and be able to advise the Congress, the President, and the states. 
There have been beginnings in this direction in the past few years; they 
should be carried to a point of greater usefulness. 

In closing, may I be permitted to say that the shortly forthcoming 
posthumous report on public aids to transportation, prepared by my asso- 
ciates and myself for the former Federal Co-ordinator of Transportation, 
develops at length the reasoning I have briefly sketched here and also gives 
the findings as to public aid, which I have been unable to give you at this 
time. 


> 


THE POSSIBILITIES OF ECONOMIES BY RAILROAD CONSOLIDA- 
TION AND CO-ORDINATION 


By GEORGE P. BAKER 
Harvard University 


It appears to be generally agreed among economists and other students 
of the railroad problem that competitive wastes are one of the causes of 
the present railroad illness. I believe that it would be more accurate to say 
that curtailment of competition would now offset to some extent some of 
the debilitating influences of other causes of railroad ills, such as the techno- 
logical improvement of highways and highway carriers. It is my purpose to 
discuss the possibilities of actually effecting helpful consolidations and 
co-ordinations, what the railroads and the government have been striving 
or not striving to do in these directions and the forces which inhibit progress 
along this line. I shall divide the paper into the obvious two parts: con- 
solidation and co-ordination 


I 


By consolidation I here mean to cover those combinations whereby one 
company becomes dominant in the management of other companies or 
another company as opposed to those joint arrangements for the more 
economical use of facilities, which latter I am here referring to as railroad 
co-ordination. 

We would not be worrying about reducing the number of our railroad 
systems if we had not had the Sherman Act of 1890 or the Northern 
Securities Company, Union Pacific and Southern Pacific Supreme Court 
cases on the application of that law. The economic and emotional drives 
toward the creation of larger and therefore fewer railroad systems have 
been strong for a hundred years, the means most easily taken to accomplish 
the desired ends being to acquire financial control of the companies con- 
cerned and vote the stock in favor of some form of combination. The 
purposes were of course many, but the desire for more traffic, to be taken 
from a competitor, or the protection of traffic which might be taken by a 
competitor, were, along with occasional combinations engineered primarily 
to make money through the financing of the combination, probably the 
most common. Both of the first two aims are contra the spirit and letter 
of the Sherman Act. The latter aim has been made difficult of attainment 
by the bestowal on the Interstate Commerce Commission in 1920 of regu- 
lation of security issue, and the regulation of railroad holding companies 
as well as operating companies by the Commission under the Act of 1933. 

The prohibitions of the Sherman Act have, of course, been somewhat 
offset since 1920 by the right of the Interstate Commerce Commission to 
grant relief from the provisions of that act where combinations ate con- 
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sidered to be in the public interest. In 1920 the law arranged for permissive 
consolidation on a grandiose scale, the hope being that the Commission 
would be flooded with requests for consolidations and would allow only 
those which were in the public interest. This public interest appeared to 
Congress to be the having of a few systems of about equal strength in 
each of several regions in the country. Competition and existing channels 
of trade and commerce were, however, to be preserved wherever possible. 
Unfortunately for the smooth working of the provisions of this act 
strong railroads are usually interested in inequality of systems rather than 
in equality. The presence of the consolidation provisions in the Act of 
1920 was quite evidently to make rate making easier for the Commission 
and these consolidation provisions were well worked out from that angle. 
The collapse of the attempt to relate the general level of railroad rates to 
valuation plus the lack of incentive on the part of the railroads to combine 
for other than the main reasons mentioned above has made the consolidation 
part of the Transportation Act ineffective to say the least. 

The only important combinations since the Act of 1920 were the control 
of the Cotton Belt by the Southern Pacific, the building up of the Baltimore 
and Ohio System, the building up of the ill-fated Van Sweringen System 
(which, from an operating and traffic standpoint alone, I believe was a 
very estimable job) and the control of some roads by Pennsylvania Railroad 
interests or those sympathetic to them. Although the Commission decided 
after publishing its tentative plan as to how best to combine the railroads 
of the country into a limited number of systems that no one group of men 
could satisfactorily decide what was the best alignment, presidential pres- 
sure produced a final plan in 1929 and the eastern railroads presented to 
the Commission in 1931 a variation of their own, known as the Four 
Party Plan, which the ICC accepted with a few minor changes. Depres- 
sion plus lack of incentive prevented any important action on this plan. 

In neither the Ripley Plan drawn up for the ICC, the Tentative Plan, 
based upon the Ripley Plan, the ICC Final Plan, nor the Four Party Plan 
were the economies of consolidation estimated with any great care. And 
little wonder since the purpose of the first three was the creation of roughly 
equal systems for rate making purposes and of the fourth the lining up 
of the eastern roads in a way more satisfactory from their own competitive 
viewpoints, in case consolidation was forced upon them. In 1933 came the 
first well-publicized plan to combine the railroads of the United States 
into a limited number of systems, the main purpose of which was to make 
transportation cheaper to manufacture. This was the Prince Plan. 

The Prince Plan, put forward by a private individual, recommended com- 
bining the roads of the United States under seven lease-holding companies, 
and estimated that the savings would amount to 743 million dollars per 
year if based on 1932 traffic figures. The net operating income in 1932 
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of the Class I railroads of the United States had been only about 326 
millions. The savings were to be made primarily through the rerouting of 
trafic so as to concentrate it on the best routes and thereby reduce the 
ton-mile cost of operat While the average freight density in 1932 was 
about 1,000,000 tons per mile, various lines of road reached from 20,000, 
000 to 40,000,000 tons per mile per year and the top record was 50,000, 
000 tons per mile per year. The Prince Plan stated: “It is to obtain the 
very low unit costs possible only in the higher ranges of tonnage density 
that this consolidat lan has been developed to insure maximum con- 
centration of traffic on efficient mileage and in terminals selected because 
of their superior characteristics and standards.’ The plan called for two 
systems in the East, a Pennsylvania-Baltimore and Ohio combination on 
the one hand, and a New York Central-Van Sweringen combination on the 
other. Two systems were set up in the Southeast, one each in the Southwest, 
Central West, and Northwest, although these latter were not regional 
monopolies, there being considerable intermingling of lines from these 
systems.? The Prince P| nd its envisioned savings received the careful 
scrutiny of advisory committees made up of railroad men which reported 
to Mr. Eastman who had become Federal Co-ordinator of Transportation 
in 1933. These boards cut the savings figures from $743,000,000 to 
$218,462,825 and this latter figure was predicated on the ability to abandon 
road and facilities wherever the railroads desired to do so. Somewhat 
offsetting this optimistic element was the rule of the committees that 
co-ordination of facilities was not to be counted on unless the remaining 


facility could handle the 1929 traffic actually handled by the uncombined 


1 Poor’s Manual, 1° i2. An outline of the Prince Plan is given here. 

* Eastern Region, System No. 1 rth System, was built around the New York Central, 
Nickel Plate, Erie, Lackav elaware & Hudson, Pere Marquette, Chesapeake & Ohio, 
Virginian, and Boston & M lroads with numerous other lines as well. 

Eastern Region, Syst N south System, was built around the Pennsylvania, Balti- 
more & Ohio, Reading, ¢ R. of New Jersey, Norfolk & Western, and New Haven 
railroads with many « well 

Southern Region, Sy Ni , Southeast System, was built around the Atlantic Coast 
Line, Seaboard Air Line, | & Nashville and Florida East Coast railways with many 
other lines in addition 

Southern Region, System No. 4, Mississippi Valley System, was built around the Southern 
Rlwy., Central of Geors nois Central, and the Frisco lines east of Memphis as 
well as many other lines. 7 Illinois Central line west from Chicago was excluded. 

Northwestern Region 5, was built around the Burlington, Chicago Great 
Western, Milwaukee, G Northern, Northern Pacific, Soo Line, and Western Pacific 
with many other lines n. The Denver & Salt Lake, plus trackage rights over a 
large part of the Denver & I nde were included. 

The Central Western | System No. 6, was built around the Chicago & North- 
western, the Rock Isla K ty Southern, the Union Pacific, and the Southern Pacific 
with many other lines i lition 

Southwestern Region N , was built around the Santa Fe, Katy, Missouri 
Pacific, Frisco (west of the \ ippi River) and Texas & Pacific as well as many other 
lines. 

These summaries are tak rom Senate Document 119, 73rd Congress, second session, 
p. 118 ff., where will be f letailed list of the railroads in each system. A list will 
also be found in Poor {an Railroads for 1938. 
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facilities plus 20 per cent. By regions, the Prince Plan savings and the 
Advisory Committee savings were as follows:* 


Prince Plan Advisory Committee 
System No. 1 $173,192,000 $48,765,500 
System No. 2 185,192,000 65,078,000 
System No. 3 48,210,000 14,736,650 
System No. 4 52,262,000 9,953,638 
System Nos. 5, 6, and 7 (total) 284,633,000 79,929,037 
The comparisons in the case of Systems 1, 2, 3, and 4 are not exact since 
there were some minor adjustments in the allocation of railroads between 
systems. In the case of Systems 5, 6, and 7 there were important re-alloca- 
tions of railroads between the systems and the exact comparisons of figures 
would be useless. While it is natural to expect that the railroad advisory 
committees would lean toward a very conservative figure, it is also probable 
that any attempt at consolidation along such lines as the Prince Plan 
envisaged would arouse an antagonism from labor and local interests 
which would result in blocking a large amount of the savings which both 
sets of figures are based on. It seems to the author safe to assume that 
savings under such a plan would not in practice exceed the Advisory Com- 
mittee figures. An idea of the way in which the total figures above are 
made up is given in the following table which breaks down the savings 
among the main branches of expenditure for System No. 1. 


Estimates of Economies by Eastern Advisory Committee* 
I. Maintenance of ways and structures System No. 1 


. Abandonment of main track and branch line—1,183 miles at $985 per 
mile $1,165,255 
Abandonment of yard tracks and sidings—440 miles at $340 per mile 149,600 
. Reduced maintenance first class to second class 260 miles at $380 per 
mile 98,800 
Maintenance savings as result of abandonment or restricted use of 
structures 1,286,345 


. Maintenance of equipment 
A. Locomotive repairs 6,680,000 
B. Freight car repairs 2,650,000 
C. Passenger car repairs 104,000 


Ill. Traffic 


Reduction due to consolidation of organizations and abandonment of 
overlapping solicitation 5,510,000 


’. Transporation 


A. Freight train mile reduction 7,650,000 
B. Passenger train mile reduction 870,000 
C. Station expenses 1,986,000 
D. Yard expenses 3,236,000 
E. Other transportation expenses 323,000 


"Sen. Doc. 119, 73rd Congress, 2d session, pp. 109-111. This document includes the 
—— Report on the Prince Plan. Mr. Poland was in charge of the study for Co-ordinator 
-astman. 

*These figures are taken from the manuscript report. They were not included in the 
so-called “Poland” report in Sen, Doc. 119 above. 
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. Miscellaneous ext 


A. Dining cars 100,000 
B. Bus operation none* 


C. Other 520,000 


. General 


A. General office expen 5,862,000 
B. Expense of division superintendents 6,052,000 


VII. Total economies for System No. 1 44,243,000" 

“On System No. 2 there was an estimated saving of $425,000 on this item. The Reading- 
Jersey Central operated twelve round trips between New York and Philadelphia while the 
Pennsylvania Greyhound operated twenty-one round trips. It was estimated that if the 
Pennsylvania Greyhound increased its service 25 per cent and the Reading-Jersey Central 
bus service ceased operation the saving would be $125,000 per year. Abandonment of the 
B. & O. bus service in tl ew York metropolitan area would save, it was estimated, 
$300,000 per year. The $125,000 saving was found by multiplying 498,400 bus miles by 
twenty-five cents per mile 

» This total figure beca fter various adjustments, the 48,765,500 figure in the pre- 
ceding table. 

The Committee estimated that 35,000 out of the 467,000 employees of 
1932 would be released and twice as many dislocated, that it would 
adversely affect small communities and benefit some large ones, that its 
effect on the growth of the country would be good (one member differed), 
and that management could handle such large systems but no larger. The 
Prince Plan suggested arrangements for the protection of labor of a kind 
roughly similar to those of the Washington Agreement of 1936 and the 
estimated savings given above are after such estimated protective payments. 
‘he Prince Plan, like its predecessors, has not been put into effect. 
The P Plan, lik pred I tb t into effect 

In his report to Congress in June, 1934, Mr. Eastman included for 
discussion a plan for new railroad legislation by Mr. Leslie Craven, for- 
merly of Duke University Law School. This plan included many interesting 
features not pertinent here and one feature which is very pertinent. It pro- 
vided for compulsory consolidation. Mr. Craven believed that Congress 
could compel consolidation of railroads “under its powers to establish 
post-offices and post roads and to provide for the common defense,” but 
that an even better basis was that ‘‘under the interstate commerce clause 
the federal government has ample power to require compulsory unification 
of the existing lines into federal corporations, and to forbid the conduct 
of interstate commerce by any other corporations. The sovereignty of Con- 
gress over interstate commerce is plenary and limited only by the fifth 
amendment. If Congress decides that it is necessary to require consolidation 
in the regulation of interstate commerce, its judgment in that respect is 
not subject to investigation by the courts.”® While the membership of 
the Supreme Court might have resulted in official disagreement with this 
view in 1934, it is my belief that with the present make-up of the Court 
congressional power in this regard would now be upheld. 


5 Sen. Doc, 119, 73rd Cong 2d session, p. 98. 
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Before discussing the opposition to consolidation, I should like to focus 
attention for a moment on the case of the Associated Railways.* The Trans- 
portation Act of 1920 planned to have the railroads propose consolidations 
to the Interstate Commerce Commission and have that body allow some 
and dismiss others, depending on how they fitted into the Commission's 
plan. The Minneapolis and St. Louis Railroad has been a “weak sister” 
among the railroads of the United States for a long time. It operates through 
a well-railroaded area of the country from the Twin Cities south and west. 
Its main line runs south and then east to Peoria. It has many branches. 
In 1934 the RFC was struggling with the problem of a loan to this 
railroad and Chairman Jones suggested that the RFC would be willing 
to finance a consolidation project which was based upon the splitting of 
the Minneapolis and St. Louis between the other carriers in the region. 
These were the Chicago and Northwestern Railway, the Chicago, Burling- 
ton and Quincy Railroad, the Chicago, Milwaukee, St. Paul and Pacific 
Railroad, the Chicago, Rock Island, and Pacific Railway, the Great Northern 
Railway, the Illinois Central Railroad, the Minneapolis, St. Paul and Sault 
St. Marie Railway. The Chicago Great Western Railroad was a party in the 
earlier stages of the plan but later withdrew. The Associated Railways Com- 
pany was organized to acquire the property of the M. and St. L. for $7,200,000 
to be loaned to the Associated by the RFC. The property was to be bought 
at auction which would have been the first time for many years that any 
bidder would have been present to offer to buy the M. and St. L. which 
had been bankrupt for a long time and had been hopefully announcing 
auction dates for some time past. The Associated was to abandon almost 
five hundred miles of road and sell the rest of the property to the other 
railroads mentioned above. 

This is the type of consolidation project which from the viewpoint of 
the rationalizing of our national railroad system, of reducing wasteful 
duplication and resultant high cost of operation of the railroads as a whole 
appears to me highly desirable. In his excellent dissent on this case Com- 
missioner Meyer states:* 

The applications before us represent a process or method which is essentially con- 
structive, in spite of the unavoidable incidental destruction. This process will force itself 
upon many localities throughout the country as it has here because existing conditions 
compel it. In my opinion there is no other way out of the present railroad situation than 
to rearrange much of the remaining railroad mileage and to co-ordinate its operation 
within itself and with other agencies, especially with the highway. The unavoidable property 
losses accomanaeaees rail and highway readjustments must be regretted and should be held 
at a minimum, but there is no way to escape them entirely. Not a single modern highway 
has been created without benefiting certain owners of property and damaging others. Few 
railroads can be abandoned without injury to some citizens. The loss of railroad employ- 
ment can generally not be offset by gains in employment connected with the highway; yet 


a reduced number of railroad jobs is surely to be preferred over no railroad jobs. It would 
be most unsound to attempt to keep railroad mileage in operation purely for the jobs it 


* 228 ICC 277. 
ICC 378. 
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co-operative action in that seven roads succeeded in agreeing on one plan) 
could not help but be a very real damper on railroad co-operation toward 
similar rationalizations of the railroad situation. 

Mr. Eastman and Commissioner Miller concurred in the results. These 
men did not believe that “having in mind the general railroad situation 
in western trunk line territory . . . . the consummation of this plan 
would be opposed to the public interest,” that “in sum total the results 
would be beneficial so far as the general public interest is concerned,” but 
that the creditors were ‘‘fairly entitled to retrieve as much as possible from 
the properties and since the present plan was developed there has been a 
change in conditions which makes it doubtful whether the plan now under 
consideration is the best that can be devised from their point of view.’’* 
They felt the plan should not be thrown aside but held in abeyance until 
it appeared whether the creditors could work out a better one. This ap- 
proach appears at first sight to be the concentration upon another relatively 
“local” factor—the investor, like the shipper or the worker, rather than 
the national good; but Mr. Eastman’s customary breadth of concept makes 
one suspect that his placing weight here is because he feels that the inflow 
of private capital into the railroad industry is essential (at least for a little 
while yet) to the welfare of the industry as a whole and that blocking this 
plan of the M. and St. L. creditors would have been a discouraging factor 
to investors in general. If that had been the main reason for Commission 
disapproval, the decision might not have had the same deadening effect on 
railroad management in regard to co-operation toward consolidation as it 
did. 

Almost twenty years have now passed since the Transportation Act of 
1920 with its hoped for consolidations. The railroads are in general in a 
sorty plight and further consolidation would relieve them somewhat. Why 
does it not take place? Because opposition to consolidation has come from 
labor, from local interests, from the government, and from management. 

Labor naturally opposes consolidation because the immediate effect of 
consolidation, other things being equal, is to reduce jobs even though in 
the long run it might result in more railroad jobs than if such projects were 
not consummated. Labor's view, if it believes government ownership means 
preservation of useless jobs, as it quite probably would, seems well jus- 
tified when considered from the viewpoint of preserving employment with- 
in this industry. The fallacy does not appear clearly until one considers 
labor in the railroad industry as only a part of all labor in the country and 
realizes that the present attitude results in less goods and services being 
produced within a period than would be produced with more effective use 
of labor. 

The evident danger of laying off men resulted in a protective clause in 

* 228 ICC 375. 
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the ‘“pro-co-ordinatic n’’ Act of 1933. This act provided that: 


The number of employees in the service of a carrier shall not be reduced by reason 
of any action taken pursuant to the authority of this title below the number as shown 
by the pay rolls of employees in service during the month of May, 1933, after deducting 
the number who have been removed from the pay rolls after the effective date of this 


act by reason of death, normal retirements, or resignation, but not more in any one 


year than 5 per cent of said nun be r in service during May, 1933; nor shall any employee 
in such service be deprived of employment such as he had during said month of May 
or be in a worse position with respect to his compensation for such employment, by 
reason of any action taken pursuant to the authority conferred by this title.® 

Another section required compensation to employees for expenses and 
property losses suffered because of transfers resulting from co-ordinations. 
Mr. Eastman’s vigorous attempts to advance co-ordination through intel- 
ligent study and exhortation followed during the next three years, during 
which time the subject of combinations of various kinds was alive, and in 
May of 1936 the major railroads of the country, with a few exceptions, and 
the labor organizations drew up and signed the so-called “Washington 
Agreement” which arranged for payments to men laid off because of com- 
binations of one kind or another. 

This five-year agreement provides for compensation for expenses and 
property losses in case of transfer and arranges for payments of 60 per cent 
of the previous average monthly earnings of an employee as remuneration 
to men laid off because of combinations. The length of time over which 
these payments continue varies according to the length of service with the 
company and runs, in the case of men with more than fifteen years’ service, 
as long as five years. In lieu of such compensation an employee may accept 
a separation allowance as a bulk sum payment. This runs up to as much as 
one year’s pay in the case of a man with fifteen years’ service. This agree- 
ment became necessary, from the labor viewpoint, when it appeared that 
the office of Co-ordinator of Transportation would not be continued after 
June, 1936. The protection under the law of 1933 applied to combinations 
effected through that office 

The Washington Agreement was hailed as the overcoming of one of the 
main barriers to co-ordination and consolidation. It has not proved so, for 
although it has inhibited m rete tb only in the smaller co-ordinations it 
failed to affect the major opposing attitude of the organizations, the same 
organizations which succeeded in blocking extension of the office of Fed- 
eral Co-ordinator after June, 1936. To quote from the official organ of one 
of the more vociferous of the train service brotherhoods:’° 

I want to emphasize that so far as the Brotherhood of Railroad Trainmen is concerned, 


the agreement with the ca s relative to consolidation and co-ordination can in no 


sense be interpreted to mean that the way is clear for railroad consolidation and co- 
ordination. This Brotherhood will continue to fight as vigorously as it always has, such 


efforts to economize at the pense of hu We have now entered into an 
* Section 7b of the Emergency Railroad Vocsiiialiiiats Act of 1933. 
“The Railroad Trainmap 1936, p. 386. The above statement appears in the 
“President’s Department” of the magazine 
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agreement with the carriers, designed, not to improve the standards of living or working 
conditions of railroad workers, but to share with them a small portion of the booty that 
would come to the coupon clippers if Wall Street’s demand for “economy” at the expense 
of humanity, is carried out. 


Labor believes consolidation means fewer jobs and is therefore against 
it. The legislative and executive departments of the government are labor 
conscious and labor’s attitude is therefore of first importance in explaining 
the lack of consolidation over the past few years. 

Local interests, those hurt through consolidation by withdrawal of shops, 
yards, shipping facilities, and services of all kinds, are powerful in the pre- 
vention of combinations, for the benefits to our society as a whole are not 
clear cut or easy for the average man to grasp; the deprivations coming 
from abandonment or curtailment of service or the shrinkage of population 
within a town are immediate and easy to visualize. Whether or not we 
should expect our national government to countenance such painful local 
readjustments in the interest of the long-run common good is a debated 
question. I think we should. But there is no question that in such a case as 
the Minneapolis and St. Louis our government is not now tending to do so. 
Like a group of men about to lose their jobs, local interests about to lose, 
or see decreases in, their incomes have no interest in the general plight of 
the railroads of the country under private operation. To them government 
ownership through wholesale bankruptcy would be highly preferable to the 
threatened loss of service with its unfortunate results. 

Governmental opposition to consolidation has been expressed in three 
ways: by the ICC laying stress upon the effects on labor and local inter- 
ests rather than a wise national economic policy; by a lack in liberalizing 
consolidation provisions of the Act of 1920; and (if it does have the 
power) by a lack in the enforcement of consolidation upon the railroads. 
In a government by pressure groups where there is no important pressure 
group working for consolidation it is not strange that we do not have it. 
What effective pressure there is in Congress is against it. 

Management opposes consolidation much of the time because proposed 
plans almost always include some arrangements unsatisfactory to each party, 
because if existing channels of trade and commerce are preserved wherever 
practical and competition is preserved as much as possible the incentive 
toward combination decreases and lastly it is often felt that no matter what 
proposals are put forward the government’s attitude will be suspicious and 
unco-operative. There is one notable exception which should be made when 
speaking of the government and that is the RFC which has endeavored 
to promote consolidation. Of course, from June, 1933-36, Mr. Eastman’s 
activities were a striking exception also. But the ICC was careful not to 
commit itself as backing the Co-ordinator fully and Congress certainly did 
not. 


In addition both the management, considered as human beings, and the 
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security holders often have reason to oppose consolidations. The two presi- 
dents of two individual roads cannot both be president of the ensuing top 
company and the uncertainty which a considered consolidation brings to the 
hearts of all men in the management of any company cannot be overlooked 


as an emotional factor in the numerous reports which are prepared prior to 
any decision on the matter —- the treatment of security holders de- 
pends primarily on the estimated savings and earnings of the new combina- 
tion. Since the earnings vary from year to year and the estimates from day 
to day there are always likely to be some security holders who feel quite 


honestly that they should be treated differently. 

With such opposing forces to consolidation it seems to me that there is 
only one way to get important consolidations in this country and the sav- 
ings which would at least eventually ensue. That is through a federal law 
which requires consolidation into a limited number of systems, preferably 
not more than the seven in the Prince Plan. I believe that with the present 
make-up of the Supreme Court such a law would probably be held con- 
stitutional. I also believe that Congress feels it politically unwise to pass 
such a law and that we will therefore have no general consolidation, de- 
sirable as that is, for a considerable time to come. 

II 

The second division of this paper deals with railroad co-ordination. In- 
cluded in this term are joint use of terminals, trackage rights of one road 
over another, pooling arrangements, in short, any arrangements which 
enable the work of ti r more roads to be done at less cost through co- 
operation. Some of these arrangements make possible complete abandon- 
ment of some facilit some simply reduce cost by allowing parts of 
properties to be maintained at a lower standard, and some attain their 
savings through reduction of operating costs by concentration of tonnage 
and reduction of train miles. There is little new about such arrangements. 
They have been prevalent for a hundred years or more. There are very 
many of them, the well-publicized figures of the Association of American 
Railroads being that 24,000 miles of track, 263 engine terminals, 1,366 
freight stations, 1,902 passenger stations, 618 yards, and 472 large bridges 
are used jointly.1 There is 1 1 belt line owned jointly by trunk line 


roads and many a joint switching  attangement the country over. The Penn- 
sylvania Railroad uses trackage arrangements whereby it operates over more 


than 400 miles on other lines and grants like privileges to other railroads 
over 570 miles of its ow line “Tt has 113 cases in which it receives track- 
age rights from other railroads and 195 in which it gives such rights. It 
owns jointly with other roads 27 railroads and uses 139 stations jointly 


1 Address by N J. Gos } utive Assistant, Association of American Railroads, 
March 25, 1938, illic dM atte 
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with other roads. The question is not one then of why do the railroads 
not co-ordinate but considering the very great number of possibilities why 
do they not do it more? I shall describe first a few specific types of co- 
ordination and the problems involved, and then endeavor to clarify what 
it is which inhibits co-ordination and discuss the possibilities of overcom- 
ing such inhibitions. 

‘A relatively simple instance of successful co-ordination involves the 
use by the Baltimore and Ohio Railroad of the Pittsburgh and Lake Erie 
R.R. tracks for 58 miles between McKeesport and Newcastle, Pennsylvania. 
It is a good example of a sensible co-ordination involving savings to the 
B. and O. well in excess of the additional expense to the P. and L.E. This 
arrangement follows the well-known formula of splitting the savings and 
the increased costs between the two railroads. It enables the Baltimore and 
Ohio to operate over a better grade line. The B. and O. retains its original 
line for local service and for through service between Pittsburgh and Buf- 
falo. It is an arrangement which should last for a long time to come. 

I should like to pay especial attention, however, to those co-ordination 
projects which have not reached consummation and I give here three fairly 
typical cases. 

First is a simple case of two railroads meeting end to end. Two engine 
houses have been in use. The savings through use of one engine house for 
locomotives of both roads are not very great but they exist. Co-ordination 
has here been blocked by the labor organizations which refuse to allow the 
movements of locomotives of one road over the track of the other road 
between the station and the roundhouse except upon payment of additional 
wages. The adjustment board would probably uphold the organizations on 
this point. The savings under such an arrangement disappear. 

Another case has to do with two roads which have branch feeder lines 
reaching up into a group of valleys. If the lines were co-ordinated, all im- 
portant points could be served and there could be considerable abandon- 
ment of trackage. A proposal is made by the executives of one road that 
some rationalization of this situation be worked out and a plan proposed 
that envisages swapping of some lines, abandonment of others. On analysis 
it appears that the proposing road ends up with the best part of the terri- 
tory; the second line with the worst. The second line then suggests its 
plan, in which it appears that the traffic is more evenly divided but road 
No. 2 is nevertheless now definitely on top. Although road No. 2 would be 
willing to discuss the problem further, road No. 1 disclaims any interest 
in proceeding further. The matter drops. This is merely human nature in 
its more usual state. If one is very idealistic one condemns it. If one tries 
to be practical, one should expect it and plan to meet it somehow. 

Yet another typical instance of an unsuccessful attempt at co-ordination 
regards two roads which both reach into two small manufacturing towns in 
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different areas. The suggestion is made that each drop out of one town. 
There is no doubt but that service would remain excellent from each. This 
scheme did not go through mainly because the traffic department of one 
railroad thought that the prospects over the next few years of one region 
(the one which it would have to get out of) were more hopeful than the 
other. This road estimated that its branch covered its expenses anyway and 
it would not gain as much traffic from its competitor at the second point as 
it lost at the first. 

The above abortive attempts to co-ordinate failed because of labor pay- 
ment rulings in one case, a tendency to horse trade rather than co-operate 
in the second, and because the suggested swapping of abandonments worked 
out unevenly in the third 

As to labor complications, the Washington Agreement, which is often 
blamed for preventing co-ordinations, is probably not much of a factor. 
Schedule rules and seniority districts, etc., and general labor disapproval 
undoubtedly are among the important barriers to co-ordination. This is part 
of a larger problem than co-ordination and the chances of a reduction in 
these barriers is tied up with the chances for change in governmental at- 
titude toward labor after 1940. 

As to lack of co-operation between managements, this factor is certainly 
not going to change much unless some managements are scared into co- 
operation by government action. Such action does not seem probable, how- 
ever. It is unfortunate that in the railroad situation one unco-operative 
management can so seriously hamper the co-operative efforts of many others. 
It is also unfortunate that the organization for co-operative effort, the As- 
sociation of American Railroads, has not been able to inspire more actions 
of a constructive kind in the area of co-ordination. This organization has 
no power to enforce and any hopes that it may instigate co-ordination on 
a larger scale must be based upon the hope of inspired leadership in that 
direction. 

In the third unsuccessful co-ordination example above, the attempts 
halted when it became evident to one party that it would not seem to have 
anything to gain and would probably have something to lose in the swap, 
as was the case in the second example as well. The application of the 
simple formula of splitting the additional expenses and splitting the sav- 
ings would help solve most of these cases if there was also some way of 
allowing for earnings on traffic handed over from these feeder lines to 
main lines of the parent systems. Arrangement need also be provided for 
future changes in the traffic coming to or off the lines. It is necessary, how- 
ever, to give up hopes of increased competitive advantages in the future. 
A formula which looks toward filling these needs has been worked out by 
two railroads which are still negotiating to make an agreement on this basis 
and I shall describe this formula shortly. 
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While opposition to co-ordination in cases where at least one party is 
dissatisfied with the status quo is great enough, opposition is, of course, 
much greater in the many cases of potential co-ordination where operating 
economies on at least a small scale would be possible but where neither 
company is losing money out of pocket with the present setup. In a great 
many of these cases, nevertheless, both parties might gain through some 
arrangement which combined both swapping and pooling. In those cases 
where a co-ordination calls for a definite sacrifice on the part of one road 
for the “benefit of the railroads of the country as a whole,” as is often 
urged, the opposition of private management is natural and well founded. 
The officers of a railroad company are appointed to make the property pay 
a return on the investment. In addition they are legally restricted from mak- 
ing agreements which obviously impair that investment. Whether this is 
wise or not as a part of our economic system is outside the scope of this 
paper. But the action of a railroad president who refuses to co-operate in 
a co-ordination which is to the detriment of his stockholders is a symptom 
of the working of the institution of private economic enterprise. It is a 
natural and, I think, a perfectly healthy symptom. I personally believe that 
private economic enterprise is in the public interest and that part of the 
price we must pay for it is the lack of co-ordination which we might other- 
wise have. I conceive of enforced large-scale consolidation as a better way 
to gain economies than co-ordination since we can have both large savings 
and private enterprise. 

The formula mentioned just above applies to a proposed co-ordination 
where one road parallels another for approximately 100 miles and then 
turns away up a valley to a terminus 50 miles beyond. The road which is 
paralleled is part of a through line. A good sized city is at the other end of 
the 100-mile duplicate track. There is not sufficient traffic to justify use of 
the two roads as a double track. The managements of both roads appear to 
be sincere in a desire to co-ordinate if possible and the proposal has been 
to abandon the 100 miles of track on one road and have the other road 
lease the 50-mile branch up the valley. Other possibilities would have been 
trackage rights over one line, with resultant useless duplication of train 
miles, or bridging—having one road carry the cars of the other for its 
account. The law department of one road believed the ICC would not 
approve the latter arrangement, however, since it splits responsibility and 
transportation, 

This co-ordination project would normally have failed to progress to- 
ward fruition because of three factors: (1) the system revenue from the 
line to be abandoned and the branch line showed a net return after out-of- 
pocket costs of carriage on the system; (2) the traffic department of that 
toad did not want to give up the possibilities of future traffic development 
in the branch line territory; and (3) both coal and oil and ties for railroad 
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use came off the branch line and were carried without freight charges to 
other parts of the system. The first of these factors merely tends to reduce 
incentive; the other two are real problems. 

The plan calls for operation of the branch line by the second road, the 
one with the through line, and arranges to make a pool territory out of the 
branch and that part of the second line which parallels the track to be 
abandoned. All system revenue accruing to either system from all traffic 
Originating or terminating in pool territory and all revenue from traffic 
originating or terminating on new branch lines or extensions which may 
be constructed at joint expense is to be pooled regardless of direction of 
movement or on which system it moves after leaving pool territory. The 
remaining operating company in pool territory is to become pool manager 
and distributor of the pool earnings but access to accounts is open to the 
other company. The operating company pays to the withdrawing company 
a percentage of the total gross pool revenue. This percentage is found first 
by taking one half the loss which the withdrawing road would suffer and 
adding one half the gain which the operating road would obtain (thus 
getting an estimated payment from the operating road to the withdrawing 
road) and relating this total to the gross income. In other words, for a trial 
period the gains and losses would work out at a given sum which is say 30 
per cent of the gross revenue. This 30 per cent of gross becomes the annual 
payment from one road to the other. In addition, the operating road agrees 
to pay the other road, when the latter carries pool traffic on its system, 
45 per cent of the division which would have accrued to that system—to 
cover its out-of-pocket costs. 

Thus, although one road has withdrawn from a territory in which it 
had traffic influence its net earnings are actually better than before if the 
traffic remains the same, while, if it increases, this withdrawing road par- 
ticipates in the increased income, even though no traffic touches any part 
of the latter line’s system 

Arrangements are made for changing the percentage in case of change 
in the size of one of the systems through consolidation, etc., but not through 
abandonment. Savings in taxes, major expenses due to acts of God, and 
payments under the Washington Agreement are all to be split half and 
half. The problems and prohibitions so often raised because of underlying 
mortgages on lines to be abandoned are fortunately not an important fac- 
tor here. The problem of what to charge for carriage over pool tracks of 
company material for the withdrawing line, which not only would receive 
oil, coal, and ties from pool territory but owns the large tie plant on the 
branch line, was worked out by charging full freight rates to the inter- 
change point for the commodities carried. The increased cost to the with- 
drawing line (the difference between the full freight charges and the out- 
of-pocket costs of carriage under the previous ‘free haul” operation over its 
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own line) is somewhat offset by the percentage participation in the pool 
income from this traffic. It is possible that the ICC might object to this 
arrangement since in a way it resembles a kind of ‘‘rebating.” Certainly it 
is unlike the abuses because of which rebating was made illegal. No other 
arrangement could be worked out, however, which did not so detract from 
the practicability of the plan to the withdrawing road that the co-ordination 
would have been blocked on this difficulty alone. It is to be hoped and ex- 
pected that the ICC will look upon such situations in the light of the de- 
sirability of making voluntary co-ordination as a whole easier, not in the 
light of a strict and narrow interpretation of law. 

The one problem still being negotiated has to do with what arrangements 
shall be made if the pool revenues fail to cover the percentage payments, 
the out-of-pocket cost of handling pool traffic beyond the branch line, and 
the actual cost of operating the branch line. The operating road would like 
to arrange to have the withdrawing road make up such loss and if the 
latter road desires, then abandon the line. The latter road, however, wants 
to preserve the right in such a case to have trackage or bridging rights. 
So the matter now stands. 

Stress has been laid on this plan since it goes several steps beyond the 
more simple halving of gain plus loss of the trackage agreement type and 
it offers balm for the road which withdraws from a competitive territory. 
It seems possible, for instance, that some similar attack on two of the de- 
scribed unsuccessful attempts at co-ordination might bring success and sav- 
ings. This pooling plan has been at least-two years in conference. It was 
thought about fitfully for ten years before that. It is complicated, although 
it is short and simple compared with the Northwestern-Milwaukee pool 
agreement which covers ore movements into Escanaba. It is a good example 
of two things: first, that when you see an obvious case of duplication it may 
not be a simple thing to remedy it; and, second, where there is time and 
a great deal of perseverance it can often be done. Because of the need of 
these two things, however, it more often is not done, unless the savings 
appear very sure and very large. 

Before summing up our treatment of railroad co-ordination I should say 
a word about terminal co-ordinations. There is undoubtedly considerable 
opportunity for savings taking the country as a whole, but there are many 
important forces which militate against it. Among them are that taxes may 
continue on much of the abandoned property and greatly cut down the sav- 
ings and therefore incentive in many cases; lines with a superior terminal 
have no desire to let a competitor take advantage of it (offsetting situations 
in separate cities seems the best way to handle this, but circumstances do 
not often neatly fit this kind of arrangement); and any large-scale co- 
ordination of the terminal facilities of competing carriers involves the com- 
plicated problem of dispatching and breaking up competing trains in the 
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same yard. When there would be several roads all offering overnight service 
between two cities and all used to having their trains leave town at the 
same time, with little or no leeway in their schedules, the situation would 
become extremely complex. The answer appears to be that it is not very 
feasible to have the co-ordination unless you get a pool arrangement out 
over the line, too. Such arrangements seem to me desirable but again con- 
solidation appears to be a better way to do it. 

Besides the study of the Prince Plan, mentioned in Part I of this paper, 
the Federal Co-ordinator of Transportation had many studies which at- 
tacked the savings problem by categories rather than systems. Studies were 
made of terminal co-ordination projects and savings were estimated at be- 
tween 25 and 50 million dollars.1* Savings through car pooling on a 
nation-wide scale were estimated at almost 100 million dollars,’® by pas- 
senger traffic solicitation co-ordination at about 15 million,’* and by mer- 
chandise traffic co-ordination at savings possibly as high as 100 millions. 
In general the railroads did not agree as to the amounts which could be 
saved through such broad co-ordination. 

When I summed up my ideas as to the barriers to consolidation on a large 
scale I said there was opposition from labor, local interests, government, 
and management. Labor and local interests seemed most important. When 
we look at the barriers to co-ordination we find that the attitudes of labor 
and management are more important than the others and I believe that at- 
titude of management is the main barrier here. I do not look upon this, 
however, as a wholly undesirable phenomenon. To the degree that such 
opposition is based upon a non-co-operative spirit where mutual benefit is 
possible it is unfortunate; to the degree that it reflects the careful preserva- 
tion of the existing competitive advantages of a company owned by a 
group of stockholders, I believe it is justified and I believe it is desirable. 
I do not mean that I think management should not investigate with care 
the possibilities of long-run benefits in spite of apparent short-run conces- 
sions, or that management should not extend itself to the limit to discover 
ways of attaining mutual benefit in cases where simple swapping or the 
simple application of halving the net savings does not suit both parties. 
I think more effort is expended in these directions, however, than many 
people give the railroads credit for. 

Lastly, what can be done, or more exactly, what do I hope will be done 
along these lines to reduce the cost of the manufacture of transportation? 
I hope that in the absence of enforced co-ordination on a larger scale some 

™ Report on Economy Possibilities of Regional Co-ordination Projects, Fed. Co-ord. of 
Trans., Feb. 14, 1935, p. 11 

* Report on Freight Car Pooling, Section of Car Pooling, Fed. Co-ord. of Trans., Oct. 
23, 1934, p. 3. 


* Passenger Traffic Report, Fed. Co-ord. of Trans., Jan. 17, 1935, p. 59. 
* Conclusions of the Fed. Co-ord. of Trans. on Merchandise Traffic, May, 1936, p. 8. 
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managements will continue and others begin to prosecute co-ordination 
projects, but I do not believe the result will importantly affect annual net 
income of the railways of the United States. I hope that in the absence of 
enforced consolidation on a large scale the ICC will base its consolidation 
decisions on a broader concept than it did in the Associated Railways case, 
that Congress will relieve the Commission of the need of having consolida- 
tions conform with its plan of 1929 and of preserving competition as 
fully as possible and the need of maintaining wherever practicable exist- 
ing channels of trade and commerce, and that labor (although this is 
highly improbable) may somewhat soften its anticombination attitude. In 
addition, I sincerely hope that the Association of American Railroads will 
somehow inspire more co-ordinations and consolidations than it has done in 
the past. These are all hopes which I have little reason to believe will come 
true. Lastly, I believe that Congress now has the power to enforce con- 
solidation into a limited number of systems regional in character, that such 
consolidations would result in savings of at least 200 million dollars per 
year, and that Congress should overlook labor and local pressure upon itself 
and pass such legislation. Because of the reasons stated throughout this 
paper, this, too, is only a hope. I do not expect it to happen. 
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DISCUSSION 


C. S. DuNcAN: Commissioner Eastman, like the jesting Pilate, has pro- 
pounded his question without stating the answer. 
As I see it, he presents to the members of this Association a crucial prob- 
lem of the day in this simple inquiry: “What is a minimum reasonable rate?” 
The Commissioner has set forth three theories, somewhat vaguely defined 
to be sure but capable of statement: 


1. A reasonable minimum rate is one which covers “‘out-of-pocket expense” 
of hauling the traffic, with some margin over. 

2. A reasonable minimum rate is determined by “the full allocated cost of 
service,” which would include also a fair return on the value of the property 


used in rendering the service 

3. A reasonable minimum rate cannot be determined by formula but it is 
a matter of judgment and discretion on the part of the regulatory body so to 
adjust the rate as to prevent destructive competition, promote the use of the 
most economical agency, and stabilize and improve the financial conditions of 
the transportation industry 

There is clear indication in the statement by the Commissioner that, in his 
own mind at least, the correct and clearly defensible principles have not yet 
been established. This is a period of experimentation. We are in the process 
of working out such principles 

Not only are there cases now pending involving this question of a reason- 
able minimum rate but recently cases have been decided which involve all of 
the elements. Perhaps more significant than any other is the recent case decided 
by the Commission on September 25, 1939 (I. & S. Docket No. 4614) involv- 
ing the transportation of petroleum in the states of Washington, Oregon, 
Idaho, and Montana. 

In this instance, what did the Commission say in regard to a reasonable 
minimum rate? Here is one point that is pertinent: ‘It should be kept in 
mind that we are not here fixing reasonable maximum rates for river-truck 
routes, which would have to be based on all costs, but are trying to determine 
what incentive the rail lines must afford the California refiners to create that 
equality of opportunity which should fairly apportion the traffic between rail 
lines and the river-truck routes.’ In my opinion, the phrase “fairly apportion 
the traffic’ is most significant. The rate proposed by the railroads from north 
coast points to the Inland Empire was 25 cents per hundred pounds. With re- 
spect to this rate the Commission found that “‘it is apparent that the proposed 
rates are compensatory, considering all costs.” Again they said, “To the most 
important destination point, Spokane, the evidence justifies conclusions that the 
proposed rail rate of 25 cents from north coast ports would yield some margin 
over full costs.’” The proposed rate by the Great Northern of 25 cents per 
hundred pounds from the Montana field was found to be “not merely compen- 
satory, on the so-called ‘out-of-pocket’ basis, but high enough to cover all costs 
and yield substantial profits. 

Was this rate of 25 cents a hundred a reasonable minimum rate? The Com- 
mission said it was not and ordered the proposed rate canceled without preju- 
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dice to a rate 3144 cents higher. What is the argument for upping the rate 
that had been found by various factors to be a reasonable minimum rate? I 
think the answer lies in the phrase to which I made reference, “fairly appor- 
tion the traffic.” In this outstanding case, therefore, the Commission, using its 
judgment and discretion, has undertaken by means of a minimum rate adjust- 
ment to divide the tonnage among the various agencies. 

Granting, however, as the Commissioner does, not so clearly in this paper 
but elsewhere, that there is a surplus of transportation agencies and such a 
surplus that available traffic is not sufficient at any allowable level of rates to 
support them all, what is solved by dividing and subdividing this traffic and 
these revenues among various agencies? 

My humble suggestions for the consideration of the Commissioner and his 
colleagues are as follows: 

1. It is the duty of the Commission to direct the attention of Congress and 
the public, forcefully and persistently, to the underlying situation which the 
Commissioner says has not been committed to the Commission for determina- 
tion and consideration; namely, the development of transportation facilities by 
public expenditure, public aid, or subsidy. 

2. To meet this underlying situation the Commission should ask for and 
be given the same authority with respect to certificates of public convenience 
and necessity for the construction of waterways, highways, and air routes for 
commercial purposes as it now has for railroads. 

3. The problem of the private carrier, or one hauling his own commodities 
in his own conveyance, made possible by public expenditures alone, can be 
met in only one effective way. The railroads at one time were private carriers 
of this sort. They handled their own coal over their own tracks in their own 
cars, for commercial purposes. This seemed to be unfair for a public service 
carrier to do. Congress thereupon passed a Commodities Clause forbidding the 
railroads to haul in commerce the traffic which they own. A provision has been 
proposed, and it should be adopted, to extend the Commodities Clause to all 
transportation agencies. 

4. The Commission should not continue to deal with the question of the 
minimum rate with respect to individual commodities on the theory of fairly 
apportioning tonnage. Sooner or later the Commission must pass judgment upon 
the general usefulness of each agency. 

Dr. Morgan was too, too successful in accomplishing one purpose he had in 
mind; namely, not to tell us the findings as to public aid resulting from his 
extensive study. 

Let me state at the outset how far I can go in agreeing with Dr. Morgan. 

I agree that there are surplus facilities and that they are due to uneconomical 
government expenditures. I agree that pressure groups have largely achieved 
this, that lack of financial responsibility for the great fixed investment in 
roadway makes it easy to enter the field of water, highway, and air transporta- 
tion. I agree that so-called “multiple use” has complicated the problem of 
cost, that public expenditures have made possible a rapid development, tech- 
nologically, in motors, airplanes, and barges, and that the private carrier is cre- 
ating a vexing problem. 
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I agree with the principle of annual cost, including interest and taxes, As 
to taxes, however, they should not be considered merely for the purpose of as- 
certaining comparative costs, rails versus highway, water, and air, but rather 
on the basis of a fair contribution by commercial agencies in these fields to the 
support of a common government. I am concerned here also with the state- 
ment that “except in a very special and limited sense, taxes are not a cost, 
however, and should not figure in the determination of public aid.” I con- 
sider it a public aid for an agency to be relieved from taxes and particularly 
is this so when its competitor is burdened with taxes, even to provide a road- 
way for the tax-relieved agency. 

Discussion of ‘‘benefits’’ is a bit vague to me. The point is well taken that a 
direct comparison between estimated boatman’s charge with corresponding rail 
rate fails to consider interest and taxes to government embedded in the rail 
rate. What I do not find, however, is reference to the fact that the receiver of 
the benefit in water transportation is not the payer of the costs of furnishing 
the waterway. This is certainly pertinent to a discussion of government aid or 
subsidy. 

I want to take up briefly the subject of the public utility concept of highways 
which Dr. Morgan imputes to the railroads and for which idea I will assume 
full responsibility. 

First of all, Dr. Morgan claims that the public utility concept of highways as 
developed by the railroads has had no real test in a court of law and has been 
accepted by no official agency speaking authoritatively for the general public 
interest. The question, he says, is still in the field of debate. Let us see. 

In the District Court of the United States for the Seventh District of Illi- 
nois, Southern Division, Brashear Freight Lines v. Hughes, the court did speak 
on this very question. Therein the court says: ‘The highway system owned by 
the state and its subdivisions is a public utility supplying facilities which con- 
stitute an actual monopoly which is subject to inter-governmental regulation 
and control. The annual cost of operating such utility should be determined 
in the same manner as for a privately owned public utility.” Dr. Morgan is in 
error. The court has spoken. The State Highway Department for Illinois has 
spoken in the same language and ostensibly in the general public interest of 
that state. The State Highway Department in Missouri has also spoken in the 
same way. 

As I understand it, Dr. Morgan thinks that this whole problem is one of 
degree, whatever that may mean. I assume the meaning to be that highways are 
in part public utilities and in part not. My endeavor to find the dividing line 
from what is said in Dr. Morgan’s paper leads me to the conclusion that the 
main highways may be considered in whole or in large part as public utilities 
but not so as to city streets and other rural roads. These do not, taken to- 
gether, constitute a system, he implies, but must be broken apart and treated 
differently. The basis for the division which apparently he would make is 
length of haul, which distinguishes local use from intercommunity use. 

Length of haul is no basis for determining what is a public utility or what 
is not. The figures cited by Dr. Morgan of 37 per cent of one-way trips less 
than 5 miles outside the city, 64 per cent less than 10 miles, 84 per cent 
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less than 20 miles are wholly beside the point. Streetcar lines have had a 
shorter haul but they are public utilities. In 1890 the average passenger ride on 
individual railroads was 24 miles but railroads were public utilities. In 1937 
the average ride was 49 miles. Railroads have handled an immense commuta- 
tion trafic for years, a short-haul ride, a community service, but they hauled 
these people as public utilites. Branch lines are a part of the public service cor- 
poration. We have railroads in the country 2 miles, 5 miles, 10 miles, or 
20 miles long, but all are public utilities. 

Certificates and permits are granted to truckers “‘to all points” in as many 
as five or six states. Permits are granted for truck operation within a radius 
of 10, 20, 50, 100, and 150 or 200 miles around certain trade centers. Per- 
mits are granted over irregular routes and unnumbered highways. The fact is 
that trucks go where there is traffic, if the way is at all passable. Drivers of pas- 
senger cars upon the highways find trucks wherever they go. Surely it cannot be 
reasonably denied that the motor vehicle has removed the local use concept 
from our highways and streets. 

I still wonder why Dr. Morgan insists upon some other concept than public 
utility to be applied to highways. My concern here again is that he is on the 
point of giving away substantial public funds on some nebulous theory of social 
benefits. Is there something in his definition of government aid, as distinguished 
from subsidy, for which he is laying the foundation in attempting to separate 
highways and streets into different categories? Of that one cannot be certain 
until Dr. Morgan unlocks the door and permits the dark secret to come forth. 
We want to know what his findings are, whether or not they are along con- 
sistent principles and, particularly, whether he is going to shift to the shoulders 
of the general taxpayer an important part of the costs for highways, airways, 
and waterways which should be borne by the users. 

I offer now this challenge to him that, if he seeks to justify government aid 
as a policy and refuses to call it subsidy because of certain intangible but valu- 
able social results, then I can match every social good of highway and air 


and waterway with an equal and greater social good contributed by the rail- 
roads without being paid for it. 


HERBERT E. DouGaLt: If the concept of public utility had developed one 
hundred years earlier, and our transportation system had grown up within well- 
defined rules governing the respective roles which the public interest and private 
investment should play in providing transportation service, the present differences 
of opinion as to the proper extent of regulation and public aid might not be so 
violent. Regulatory bodies are now trying to superimpose a belated authority on 
both new and old participants in the strife. When one views the attacks made 
by one agency of transport upon the others, and by all of them on the regula- 
tory tribunals, one sometimes wishes we had never effected a compromise be- 
tween public and private interest in this country. One gets a little discouraged 
in the face of the never-ending argument waging around the questions of the 
proper scope of regulation and the “fairness” or “unfairness” of public aid 
to private transportation. Yet the argument must go on until it is reasonably 
solved. The papers presented at the meeting take us that much further towards 
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the solution. A few points raised in the papers deserve particular attention. 

One of Mr. Eastman’s main points is that adequate regulation of the charges 
of competing transport agencies must rest on the determination of reasonable 
minimum rates, and that cost of service is likely to be the best criterion of the 
correct minima, however that cost be determined. We should recognize, however, 
that any rate making on a cost basis must take into account all costs, both public 
and private. The Commission cannot overlook the degree of and effects of public 
aid or subsidy given to the various agencies, much as it might wish to avoid 
having to pass judgment on the extent to which that aid is unfairly given or 
unfairly withheld. And now that the shipper or traveler can provide his own 
transportation facilities, at least in part, the minimum rate charged by the public 
carrier will have to take into account the alternative cost to the user. This cost 
may appear to be lower than it actually is when all proper items are included. 
Thus the regulatory body is again faced with the question of public versus pri- 
vate investment. 

Mr. Morgan’s paper gets right to the point—how should real cost be calcu- 
lated ? What items should be included? Special factors have served to encourage 
greatly both public and private investment in transportation facilities in recent 
years. The first step is to determine what the facts are respecting public aid or 
subsidy. Unfortunately, the several studies of highway cost which have been 
made in recent years have not convinced anyone but those to whom the results 
are favorable. I am not sure that the findings of a fact-finding group such as 
Mr. Morgan has in mind would be any more acceptable to the “injured” parties 
than would those of previous studies. But at least there would be a logical basis 
for future action. 

Nor should one hold up his hands in horror at the word subsidy. There never 
was a form of organized transportation which did not, at least in its develop- 
mental stage, depend heavily upon public aid. The question is, what form should 
the aid take and how long should it be before the transport agency can be ex- 
pected to stand on its own feet? 

Closely allied to the foregoing question is the matter of outlived investment 
usefulness. Capital (public and private) invested in transportation has a way of 
becoming obsolete or outworn. It is not easy to recognize this and write off the 
superfluous investment. Although, as Mr. Eastman points out, most of the regu- 
lation since the war has been designed to protect the carriers, it is equally true 
that no investment need be forever supported after its usefulness has been out- 
lived. Dead capital is dead capital. 

The trouble with applying this notion is in determining when the capital is 
dead. The railroads complain that they are not being given a square deal (one 
regrets to see a noble industry reduced to calamity howling) and that if all 
agencies of transport were treated consistently and uniformly they could give a 
good account of themselves. It would be a great satisfaction if there could be 
common agreement on the need for investment in transportation facilities before 
the investment is made. After it is made very strenuous efforts are made to pre- 
serve it and all sorts of arguments are advanced for maintaining it. 

Wholesale consolidation into a small number of railway systems would go 
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far towards demonstrating the usefulness of much of the present investment in 
railroad facilities. Professor Baker has brought out clearly the main reasons why 
progress has not been made along this line. An additional obstacle to consoli- 
dation on a grand scale might be mentioned: the very great practical difficulty in 
satisfying the multitude of investor groups whose interests would have to be 
reconciled. The fact that little progress is being made in reorganizing individual 
carriers under the remedial amendments to the Bankruptcy Act suggests how 
very difficult it would be to get any agreement on a plan of consolidation in- 
volving several railroad systems, unless extreme pressure could be brought from 
above. 

The arguments for consolidation might apply with equal force to the electric 
light and power industry, the steel industry, and others in the “heavy” group. 
Is there any special virtue in abandoning our antitrust legislation only so far as 
railroads are concerned? It may well be that the extra costs and waste involved 
in running our present semi-competitive railway system are but a part of the 
price we pay for preserving some compromise between complete private monopoly 
on the one hand and government ownership and operation on the other. 


C. §. MorGAN: Dr. Duncan states that my paper makes no reference to the 
fact that ‘‘the receiver of the benefit in water transportation is not the payer of 
the costs of furnishing the waterway.’’ On the contrary, the point is made twice 
in a single paragraph. 

I am well aware of the decision in the Brashear case and of the state reports 
which Dr. Duncan mentions, but, considering the nature of the proceedings 
which called them forth, statements made in the reports, and the impossibility 
of appeal from the decision on the record as made, I do not consider that any 
definitive acceptance of the “public utility’ concept is to be found in these 
quarters. 

Dr. Duncan's discussion of length of hauls entirely misses the point I had in 
mind. I merely show that, considering the shortness of the average car or truck 
trip outside of city limits, there can be no “system concept’’ such as is necessary 
if the validity of the public utility concept of the railroads is to be established. 
The fact that privately organized undertakings which furnish service over short 
distances are public utilities has no bearing on this point, and the same may be 
said as to Dr. Duncan’s data respecting the number of truck trips of a hundred 
miles or more and the average length of certain truck movements. These move- 
ments occur preponderantly on the state, including federal aid, highways, as to 
which there is no great difference between the position of Dr. Duncan and my 
own. However, these data do not overcome the fact that only 2 per cent of all 
truck trips outside city limits involve distances of a hundred miles or more or 
that the average length of all truck trips outside city limits is only 17.4 miles 
(median, 8.1 miles). The use of trucks, as well as that of passenger cars is, as 


I state, so essentially local as not to lend itself to the needs of the ‘‘system 
concept.” 
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PRESERVING COMPETITION VERSUS REGULATING 
MONOPOLY 


CAN THE ANTITRUST LAWS PRESERVE COMPETITION ? 


By Corwin D. EDWARDS 
Department of Justice 


In recent years it has become fashionable in academic and, to a lesser 
extent, in business circles to assume that the competitive system is on its 
way out. With some persons this opinion springs from wishful thinking 
based upon their allegience to alternative types of organization ranging all 
the way from unsupervised private cartelization of industry to a collectivist 
economy. Others come reluctantly to the belief that competition is passing 
and regard the decline of competition as the source of problems and dangers 
which they would gladly avoid. This paper is not intended to discuss the 
issues between these groups. It is addressed to the belief both have in 
common, that whether we like it or not, competition is doomed. It is an 
attempt to assess the chances that the dominant American sentiment for 
continuance of the competitive system can be made effective. 

But even of this problem I shall discuss only a part. Preserving com- 
petition by law depends not only upon the effectiveness of the antitrust 
laws in implementing the antitrust policy but upon the scope and direction 
given to a variety of other policies by the laws which implement them. The 
policies toward exploitation of the public domain, tax and inheritance pol- 
icies, the nature of the supervision of corporate finance and of investment 
banking, the character of the patent system, the breadth of the area which 
is deliberately removed from the competitive field in order to be publicly 
regulated: these and many other matters of law, federal and state, must 
help determine the further importance of competition in America. It is 
conceivable that the antitrust laws might preserve competition wherever 
they are given a chance to operate but that the policies expressed in other 
statutes might progressively reduce the competitive area until competition 
became a vestigial matter like the vermiform appendix. Conversely, the 
antitrust laws might fail in much of their task and yet other public policies 
might go far to shorten the lives of monopolistic aggregates of capital and 
to set up new generations of small competitively-minded independents. My 
subject is limited to the antitrust laws and time does not permit stretching 
it. Hence I can discuss only the extent to which these laws can preserve 
competition within the area which the community may regard as their 
proper field of operation. 

Doubt of the efficacy of the American policy toward monopolies and 
unreasonable restraints of trade has been due chiefly to the industrial his- 
tory of the last fifty years. Doubtless economists have been predisposed 
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to believe that competition was collapsing because the neoclassical theory 
of competition, which had once been regarded as a sufficient tool of eco- 
nomic analysis, was obviously doing so. But events around them supported 
the belief. In most industries corporate units grew in size and declined in 
number until industrial giants like those which caused alarm in 1901 came 
to seem commonplace. 

Size means concentrated financial strength. One per cent of the manu- 
facturing corporations have been estimated to have 63 per cent of the total 
wealth of all such corporations. In 1935 the two hundred largest manu- 
facturing corporations produced more than 171% billion dollars’ worth of 
goods, nearly 38 per cent of the total value of manufacturing production. 

Size means also a series of oligopolistic markets. The largest four pro- 
ducers produce more than half of the total product in 3 industries of major 
size, 6 industries of medium size, and 28 industries of small size. The 
largest eight producers make more than one half of the output in 6 large 
industries, 13 medium sized industries, and 117 small industries. Since 
these concentration figures are based upon the census classification of indus- 
tries, each so-called “industry” includes various products which may be 
made by different concerns. Hence the concentration in the control of 
products sufficiently alike to compete against each other in the market must 
obviously be higher than these figures indicate. Moreover, many com- 
modities which are not sold in national markets must be more highly con- 
trolled in quasi-autonomous regions than in the country as a whole. 
Although we cannot state in quantitative terms either the concentration by 
regions or the concentration by individual commodities, it is clear that the 
figures, if available, would further strengthen the view that oligopoly has 
become prevalent. 

With the growth of big business have come price policies similar to 
those which economists have traditionally called monopolistic. The price 
leadership of large concerns may establish a unity of action the effect of 
which is scarcely distinguishable from the effect of a collusive agreement. 
Where there are several large concerns, each may be convinced that price 
cutting will invoke retaliation and that the result will be lower profits for 
all; and consequently their individual price policies may establish rigid 
prices at a high level. For convenience I shall refer to this situation as group 
monopoly. In maintaining such price policies members of an industry may 
set up systems of pricing in accord with a formula similar to the well-known 
basing-point systems; or they may develop a cost accounting orthodoxy 
coupled with a habit of basing price policies upon costs. Such trade prac- 
tices, once established, may function as smoothly as the cruder forms of 
old-fashioned price conspiracy. A series of such developments in various 
markets has contributed to uniformity and rigidity of prices and periodical 
idleness of productive resources, indistinguishable from the results of more 
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formal collusion; and yet these ways of pricing have appeared to be in- 
herent in the nature of things in a sense in which crude collusion is not. 

Along with this development of monopolistic structure and monopolistic 
price policy has come a tendency to legalize practices which have been con- 
trary to the antitrust laws. I do not refer to the removal of specific indus- 
tries from the competitive field, but to broad grants of permission to do 
what was once forbidden. The most conspicuous of such grants in recent 
years was under NRA, which authorized the setting aside of the antitrust 
laws in order to permit industrial groups to operate under codes of so-called 
“fair competition which in fact were intended to restrict and regulate com- 
petitive practices and even to substitute group control of prices and output 
for competition. Under other statutes, systems of price fixing and produc- 
tion control over agricultural commodities were authorized. Though such 
legislation was avowedly intended to meet an emergency, and the NRA 
portion of it was quickly terminated, the setting aside of competition by 
law has continued, largely through the state governments. Nearly all of 
our states have made it possible to abolish by private contract price com- 
petition among distributors of identified products. Nearly a third of our 
states have adopted requirements limiting the freedom of distributors to 
reduce prices below some figure which is taken more or less arbitrarily to 
represent cost. Other statutes, less general, have conveyed even more 
sweeping powers. The California agricultural marketing act, for example, 
permits the state director of agriculture, with the assent of 65 per cent of 
the producers and 65 per cent of the handlers, by volume, to limit the 
quantity of any agricultural commodity processed, to allot the amounts 
which may be purchased by distributors, to apportion the quantities which 
each processor may process, to establish reserve pools of the commodity, 
and to apportion the proceeds of the sale of such pools. 

Thus the doubts about the future of the antitrust laws have been based 
upon an increasing size of the business unit, carried so far as to give many 
concerns a quasi-monopoly position; upon the development of price pol- 
icies, many of whose effects are like those of collusive pricing; and upon 
legislative tendencies to sanction price and production controls. Some have 
drawn the conclusion that the principle of monopoly has won in the mar- 
ket in spite of public efforts to destroy it, and that the victory is in process 
of being recognized at law. Since all victorious economic systems create 
their own philosophies of history and of justification, it is not surprising 
that many who take this view think that the monopolistic trend is inherent 
in modern technology and modern wide markets and that it is justified as 
a means toward technologic al efficiency. 

I do not believe these theories of inevitability nor of beneficence. During 
most of the development just sketched the antitrust laws did not fail but 
went by default. As the present assistant attorney general, Thurman Ar- 
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nold, has pointed out, the great trust-busting campaign of Theodore Roose- 
velt was conducted with 7 lawyers and 4 stenographers. In 1933 the 
Antitrust Division had a professional staff of only 26. When Mr. Arnold 
took office in March, 1938, this staff numbered 59. Even today, there 
are in the Antitrust Division only 190 lawyers and 17 experts. During 
most of the Antitrust Division’s history, one or two major cases have 
been more than sufficient to absorb the entire time of the personnel, and 
today it would be easy to use the whole staff in the prosecution of restraints 
upon housing alone. Indeed, 27 per cent of it is being so used. The simple 
fact has been that until recently no broad effort could be made to enforce 
the law for lack of people to do the work. Even now the staff is less than 
a fourth of that found necessary to administer the securities acts and about 
one seventh of that which administers the Interstate Commerce Act. 

This fact, more than any other, accounts for the past lack of vigorous 
enforcement, which in turn tended to bring the law itself into disrespect. 
Charles Stevenson, head of an industrial engineering firm in New York 
City, now under indictment for violation of the Sherman Act, expressed 
the point of view which necessarily arose under such circumstances in the 
following words: 


Practically, under the Harding, Coolidge, and Hoover Administrations industry enjoyed, 
to all intents and purposes, a moratorium from the Sherman Act, and, through the more 
or less effective trade associations which were developed in most of our industries, com- 
petition was, to a very considerable extent, controlled. The Department of Justice acted 
with great restraint and intelligence and only enforced the Sherman Act against those 
industries who violated the laws in a flagrant and unreasonable manner.’ 

A further consequence of the limitations of staff was the fact that until 
recently the Division could not proceed toward clearly conceived economic 
objectives. Cases were necessarily sporadic and isolated—an average of 
only about eight or nine a year, including all duplications, during the life 
of the antitrust laws. It was impossible to bring a considerable number of 
cases simultaneously, and hence impossible to envisage the monopoly prob- 
lems of a major industry as a whole and deal with them in a co-ordinated 
fashion. Since a single court proceeding cannot be broader than the group 
of conspirators against whom it is directed, the inability to bring numerous 
cases necessarily resulted in attacks upon isolated groups, without regard 
to the industrial setting in which they found themselves. Such administra- 
tive action was not likely to keep the public keenly aware of the construc- 
tive possibilities of the antitrust laws. Rather, it provoked in thoughtful 
people feelings of futility. Thus it fostered a political environment in 
which the demands of pressure groups, particularly those representing small 
and precarious business, for special legislation in their behalf might be 


‘Charles A. Stevenson, Price Control and Allotment of Business (address before the 


—— Convention of the National Association of Cost Accountants, Cleveland, Ohio, 
June 26, 1934). 
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granted without serious thought about the effect of such laws upon com- 
petition. 

This procedure of sporadic prosecution may be contrasted with the pres- 
ent procedure of the ‘Antiten st Division’s building campaign. Convinced 
that the removal of a single restraint upon building at a single point will 
do nothing appreciable to lower building costs and will have no appre- 
ciable economic effect upon the operation of the industry, the Division has 
investigated and is now prosecuting simultaneously restraints which run all 
the way from the manufacturers of the various building materials, through 
the distributors and the various types of contracting organization, to labor 
in various trades on the construction site. To give these proceedings na- 
tion-wide effect, grand juries are now sitting in eleven cities and some form 
of investigation is under way in a still larger number of other cities. So 
broad a program provides an opportunity for a simultaneous breaking up 
of restraints throughout the industry, and consequently an opportunity for 
housing costs to come down and for vigorous competition to become a 
dominant influence in the construction of houses. The breadth of the pro- 
gram, indispensable for its economic effect, has meant likewise a favorable 
reception from the building industry itself such as would never have ac- 
companied helter-skelter prosecutions. Many organizations in the building 
industry have declared their hearty support for the program, and only two 
have been openly hostile. Indeed, individuals and groups who knew that 
they were themselves in danger of prosecution have repeatedly offered co- 
operation and urged the Department to proceed, because they believed that 
their personal risks were worth taking if the broad industrial result could 
be achieved. 

A third weakness in the law’s attack upon monopoly has been at least 
partly due to this same lack of enough people to prosecute vigorously. 
There are a number of important blind spots in the law, areas of industrial 
action whose legal status has not been authoritatively determined. It has 
been only natural that a limited staff, unable to handle the cases brought 
to it, has given preference to the clear-cut violations concerning which the 
attitude of the courts is known. The absence of prosecutions in other cases 
has given business a sort of squatter’s tenure of the ground, and has re- 
sulted in widespread adoption of the questionable but unlitigated methods 
of achieving market control. 

One of these blind spots is the use of del credere agents to establish con- 
trol over a market. Manufacturers anxious to control the prices of potential 
competitors or of distributors sometimes make agreements with such con- 
cerns by which they hope to secure most of the benefits of transferring 
tisk to the purchaser and yet retain the legal right to control the prices at 
which the purchaser resells. Many of the problems involved have never 
been raised in prosecution. Hence, it is impossible to say to what extent 
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agencies may be legally used to induce rival manufacturers not to compete, 
nor to what extent modified systems of agency will be treated as subterfuges 
designed to accomplish unlawful control over resale. 

Again, many issues along the boundary between the patent laws and the 
antitrust laws have never been brought to trial. Patents are being used to 
allocate markets to particular enterprises, to set up systems of production 
control, to control the terms of sale of products, to erect an elaborate con- 
trol of the price of a finished product upon a basis of some small patented 
detail of the product, and to develop contracts which have the effect of 
extending controls like those just mentioned, not for seventeen years, but 
for two, three, and four times that period. A federal grand jury has been 
called in New York to consider many of these problems with a view to 
prosecutions designed to prevent the abuse and undue extension of patent 
privileges. 

Perhaps the most important of the blind spots is the legal status of 
mergers. In the Clayton Act the Congress forbade the acquisition of stock 
in a competing corporation where the effect might be to lessen competition 
between the two companies involved. In a series of court cases this pro- 
vision has been interpreted in such a way that the prohibition of the Clayton 
Act prevents substantially nothing except what was already forbidden as 
an attempt to monopolize by the Sherman Act. Meanwhile, partly to evade 
the Clayton Act, the importance of stock acquisition in uniting competing 
enterprises has been greatly diminished and mergers by acquisition of the 
assets of competing concerns have become the outstanding methods of 
eliminating competitors. Nevertheless, there has not yet been a clear-cut 
judicial test of the question whether a contract to acquire the assets of a 
competitor may be interpreted as a contract in restraint of trade. And yet 
the answer to this question must determine whether we have in the present 
law any means of preventing the continued reduction of the number of 
competitors and the continued growth of the scale of big business by a 
process of buying up rival plants. 

This sketch of the history of industrial development and of antitrust 
law enforcement seems to me to emphasize two conclusions. The first is 
that if we seriously want to enforce the antitrust laws there is no reason 
why the record of the last fifty years should in itself make us doubt our 
ability to do so. Until a sustained attempt with an adequate personnel has 
continued long enough to clarify the law and to demonstrate its impact 
upon the economic environment, opinions on this matter must be based 
upon analysis rather than experience. The second conclusion is that the 
politico-economic temper of the American people must be appraised as 
the first step in predicting the success of the antitrust laws. Unless one as- 
sumes that the public wants the antitrust laws enforced and wants it vig- 
orously enough that the agencies doing the job will be supported with men 
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and money, one might as well grant that the effort will fail. I shall not 
attempt to turn this discussion toward political prognosis, but I shall assume 
as the necessary condition of any further relevant discussion that the recent 
tendency to enlarge the staff of the Antitrust Division will continue far 
enough to give us a reasonably adequate personnel. In support of this view 
there is evidence that the recent growth of the Antitrust Division has been 
the direct result of the support won by its vigorous enforcement policy. 
This support has been most conspicuous in the case of the housing program, 
which represents thus far the high tide of planned and co-ordinated action 
under the antitrust laws. 

Granted the resources to make a sustained and serious effort, can the 
antitrust laws preserve competition? It is necessary at this point to be pre- 
cise about what is to be preserved. We have not and probably never had 
perfect market competition of the kind described by the classical economists, 
and the preservation of such a state of things is not a practical administra- 
tive objective. The competition we seek to preserve must necessarily be in 
some respects imperfect or monopolistic. In their reaction from the highly 
artificial antithesis between pure competition and pure monopoly, economic 
theorists have recently been emphasizing the fact that elements of com- 
petition and monopoly appear in all markets; and in their enthusiasm for 
this limited truth they have provided not much theoretical basis for dis- 
tinguishing differences in degree. Nevertheless, businessmen who trade in 
markets and government people who must cope with market behavior 
habitually use the antithesis of competition and monopoly to express dis- 
tinctions which they regard as important. They do not have in mind dif- 
ferences in the location of points on hypothetical demand and cost curves 
under conditions of perfect knowledge. They are concerned with differ- 
ences in the behavior of those with whom they deal and differences in the 
opportunities which this behavior presents to those who must cope with it. 

By competition I mean merely the conditions that buyers and sellers call 
competitive. For simplicity, I shall speak of conditions only on the supply 
side of the market. A competitive market is one in which there are alter- 
native sources of supply. Without such available alternatives, buyers may 
refuse to buy lest they become dependent upon the future vagaries of one 
management’s price and production policy, as the automobile companies 
refused to buy aluminum from the Aluminum Corporation. Competition 
implies also that there are alternatives available in the market in business 
policies, whether toward price, production, or the kinds of goods and 
services which are furnished. Those options of policy afford, of course, the 
most important reason why the buyer wants more than one seller in the 
market. By shifting his purchases to the concern which offers the most 
attractive prices and the best goods the buyer can exert pressure. In markets 
where all producers are united in a common price policy there is no way 
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of exerting pressure on price. In markets in which they are all united in a 
common policy toward the terms of sale or toward the characteristics of 
their products, effective option by the buyer is likewise destroyed so far 
as these aspects of market transactions are concerned. Hence there may be 
a sharp distinction between the buyers’ influence in two markets, each of 
which depends for its supply of goods upon the same number of com- 
panies of about the same size. 

In some markets in which one or two small concerns diverge from the 
typical pattern of policy, they may do so on sufferance because their domi- 
nant rivals have no need to fear their expansion. These cases afford no 
real alternative of policy for most buyers and thus present only an illusory 
showing of competition. Alternatives of policy must be either numerous or 
available from sellers with capacity to survive and grow, if they are to 
provide competition. 

A third characteristic of competitive markets is flexibility of business 
policies toward prices and other important terms of the market bargain. 
Reconsideration of price policy in the light of changing conditions, not 
the least of which is the changing price policy of rivals, provides a basis 
for experiment and a means for recognizing the impact of the economic 
environment. 

A fourth characteristic of competition is freedom of entry into an in- 
dustry. The potential competition of new concerns encourages moderate 
and flexible policies by those already in the market and affords a second 
line of defense for the buyer if he is not protected by the alternatives 
already available. It prevents established concerns from stopping progress 
in order to protect their vested interests. Though the scale of enterprise is 
so large that in many industries considerable funds and investment bank- 
ing support are requisites for a new concern, there is an appreciable dis- 
tinction between industries like cotton textiles, in which new enterprises 
may rapidly change the whole geographical face of the industry, and in- 
dustries like the manufacture of aluminum ingot, in which for over thirty 
years no would-be competitor has been able to get started. 

I am concerned here with these basic characteristics of competition 
rather than the effects which are supposed to flow from competition. The 
political and business community has long believed that competition in 
this sense has results somewhat similar to those attributed by classical 
economists to competition in the classical sense. They have believed that 
in competitive markets there is a safeguard against exploitative bargains; 
that the check upon high prices which competition affords promotes a 
fuller use of existing productive facilities; that free entry into an industry 
encourages a type of industrial expansion which is likely to establish a 
better balance in the use of resources than would otherwise exist. The 
degree to which these beliefs are justified lies outside my present subject. 
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It involves the question whether many shortcomings of the current eco- 
nomic structure are due to too much competition or too much private in- 
dustrial control. It involves also a consideration of what alternatives to 
competition are practicable, and how far such alternatives may be relied 
upon to establish fair play, full use of resources, and balance in the in- 
dustrial structure. It is not my task today to argue the relative merits of 
competition and other forms of directing activity to social use. It is sufh- 
cient to point out that nobody wants uncontrolled monopoly power to be 
in private hands and that the techniques of public control thus far avail- 
able in democracies are suited to deal with exceptions to the policy of 
competition, but not to provide general public control of production and 
prices. 

Enforcement of the antitrust laws requires the preservation of alterna- 
tives in business policy and the preservation of freedom of entry into mar- 
kets. The key statutes available to accomplish these ends are the Sherman 
Act, the Clayton Act, and the Federal Trade Commission Act. The Clayton 
Act prohibits specific types of behavior: price discrimination which injures 
competition, tying contracts which prevent customers from buying other 
lines of goods from rival sellers, the acquisition of stock in competing 
corporations when the effect is to lessen competition, and interlocking 
directorates in competing corporations any of which has an owner’s equity 
of a million dollars or over. The Sherman Act forbids, in general terms, 
monopolies, attempts to monopolize, and combinations in restraint of 
trade. The Federal Trade Commission Act forbids unfair methods of com- 
petition and unfair acts and practices. Except for the limited provisions of 
the Clayton Act, the policy of preserving competition is expressed in broad 
phrases which describe the results of business action rather than the action 
itself. The prosecuting agency and the courts are left free to determine in 
each case whether a line of business conduct falls within the prohibitions 
of the acts. Such statutes are flexible. They are broad enough to cover new 
types of business behavior and to take account of the changing economic 
significance of old practices. On the other hand, since their exact meaning 
must be developed case by case, this meaning depends upon the insight 
of the prosecuting agencies and of the courts. Judicial interpretations may 
extend or limit the content of the statutes in ways which laymen find it 
hard to understand. Prosecutions which do not dig into the economic facts 
may give the courts no adequate information upon which to determine the 
reasonableness of business conduct. 


Sometimes these characteristics of the law are urged as grounds for |) 


belief that it is unworkable. It is quite true that the judicial process is in | 
some ways unsuitable to the working out of broad economic policies. The | 
fabric of the economic commonwealth does not break neatly into pieces | 
at state lines, nor does it divide readily into separate domains of intrastate 
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and interstate commerce. In handling so broad a problem as the collapse 
of the construction industries, it is apparently necessary to spend much 
time and attention upon questions of whether federal jurisdiction over 
each part of the industry can be established by showing that specific build- 
ing materials have moved across state lines. Again, a structure of market 
control often arises by a series of overlapping understandings, whereas in 
judicial proceedings the boundaries of a single prosecution may be no 
wider than the boundaries of a single conspiracy. Thus if three companies 
have agreed to restrain trade and each of them has separately agreed with 
various other concerns to extend the effects of that restraint, it may be 
necessary to bring four or more separate proceedings, in no one of which 
the full pattern may be admissible in evidence. Even in the presentation of 
evidence relevant to a single conspiracy, the rules of evidence which were 
developed for personal crimes and torts are misfits as means to bring out 
the facts of an industrial market. Judicial evidence is that which individuals 
have done, seen, heard, felt, smelt, and tasted. There are few techniques 
for bringing before the court broad situations of which no single person 
has direct firsthand experience. In the prosecution of the aluminum case, 
for example, the Department of Justice wished to present two pages of 
import statistics. Under the rulings of the court, which may have been 
somewhat overscrupulous, it became necessary to present in evidence every 
statute since 1890 under which the government had collected such sta- 
tistics, every administrative regulation pursuant to each statute under which 
the collections had been made, and the original books of record, year by 
year, which contained the relevant figures. About a week of continuous 
testimony was necessaty to verify a two-page table of aluminum imports. 
Had it not been possible to demonstrate the authoritative character of these 
figures, they probably would have been rejectéd as evidence. By a strange 
quirk of judicial reasoning, however, a person who had made a consider- 
able study of statistics not admissible as evidence might have been qualified 
as an expert witness and might have testified as to his opinion, even though 
it was derived from sources which the court would have rejected as im- 
proper. 

The judicial process is likewise an awkward means of providing such 
incidental administrative safeguards as may be needed in the enforcement 
of economic policies. Proceedings under the antitrust laws often result 
in equity decrees which prescribe limits for a future course of business con- 
duct or which require the reorganization of business enterprises to termi- 
nate a monopoly. In such cases surveillance may be necessary to determine 
whether the provisions of the decree are being adequately carried out. 
Since courts are not administrative bodies, the facilities which they have 
available for such supervision are few and awkward, and in consequence 
the follow-up of decrees in equity has usually been inadequate. 
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Finally, the lack of an effective civil penalty in the present laws has 
enhanced the problems of enforcement. The only choices open to the 
enforcement agencies are either criminal indictment or else proceedings 
in equity or by Federal Trade Commission order which, if successful, will 
involve no punishment for past conduct but only a requirement as to the 
future. Since equity cases are not punitive, they afford no deterrent. The 
only way to make lawbreaking hazardous is to indict. In a criminal case, 
however, the defendant has the benefit of many safeguards with which 
the law has surrounded criminal actions. The most obvious of these is the 
requirement that the prosecution establish its case beyond a reasonable 
doubt, whereas in ordinary civil proceedings a case may be established by 
the preponderance of evidence, even though the proof is not overwhelming. 
To prove a far-flung business conspiracy beyond any reasonable doubt is 
more difficult than to supply such proof of a personal crime. Moreover, 
juries are unwilling to convict nice people, and the ordinary defendant in 
an antitrust suit is well dressed, soft spoken, and obviously not, in an 
ordinary sense, one of the criminal class. The consequence is that the law 
is both too severe and too lenient. The punishment sought frequently fails 
to fit the crime, and sensing this fact, the juries sometimes refuse to punish 
at all. Amendment of the law to provide strong civil penalties as an alter- 
native to criminal action would make punishment more sure and at the 
same time permit it to be less severe in suitable cases. 

Though such procedural shortcomings often handicap the effort to use 
the antitrust laws for economic ends, the gap between legal process and 
economic fact creates less difficulty under the antitrust laws than under 
statutes designed to regulate monopolistic enterprises. The elaborate legal 
futilities of the utility rate cases have provoked formal comment by a mem- 
ber of the Supreme Court itself. The problems of adapting to broad public 
purposes a legal structure which grew up chiefly to settle private disputes 
and punish individual crimes are common to any industrial policy except 
complete laissez faire. Better legal procedures would improve the working 
of the antitrust laws, but the need for them would be even more pressing 
if the laws were abandoned. 

Moreover, though the laws need to be a more effective instrument, the 
administration of the present laws need not, for that reason, fail. Most 
governmental instrumentalities have obvious defects and function with no 
more than partial efficiency. As in the case of traffic control, many individ- 
ual violators may go unpunished, and yet the broad effect of the system 
may be sufficient to safeguard the flow of traffic. The basic question is 
whether antitrust procedures can catch enough of the anti-competitive 
tendencies in modern business to halt or reverse the trend. 

One sort of monopolistic tendency of business is easy to deal with. This 
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is the old-fashioned kind of collusion which, before I joined the staff of an 
enforcement agency, I thought had gone out of date with the turn of the 
century. Instead, it is still one of the very prevalent elements of business 
policy. As in the days of Adam Smith, groups of businessmen get together 
to fix prices; and they seek to conceal what they are doing by the secrecy 
of their proceedings. To cope with such efforts is a mere matter of per- 
sonnel, for there is scarcely a collusive agreement of any size or duration 
which does not leave unmistakable traces. If there are many persons in 
the conspiracy, one of them is almost sure to develop a grievance and turn 
state’s evidence. If the plan is complicated, it is almost certain to leave 
written records. If no letters or memoranda are written, there is evidence 
that meetings were held and evidence of the identity of action which fol- 
lowed the meetings. If files have been stripped, stray carbons and refer- 
ences to the missing documents in other documents make it possible to 
trace what happened. Once proved, a collusive agreement is relatively easy 
to terminate by law, since it operates through a system of joint action which 
may be stopped. 

To prevent collusion is important not only because of its prevalence but 
because collusion which results in fixing prices is usually the least defensible 
kind of anti-competitive policy. When monopoly arises by a growth in size, 
it usually involves a change in the managerial methods of the concern. 
There may sometimes be gain in efficiency; there is often gain in industrial 
stability. In such cases a preference for competition is a choice of a balance 
of good where something may be said on each side of the issue. In collu- 
sive price fixing, however, the conspiring concerns are engaged in a crude 
attempt to get more income without appreciable change in productive 
methods and with no guarantee of a stable future. Indeed, among the most 
violent and disastrous of business fluctuations are those which occur when 
a collusive agreement drives prices too high and the consequent production 
of an enlarged supply shatters the agreement and drives prices too low. 

A much more difficult problem is presented by the unity of price policy 
which results from price leadership or from group monopoly. In price 
leadership a large concern so overshadows its rivals that they find it safest 
and most profitable to surrender independent business judgment and to 
copy the price policies of the dominant concern. The head of one such 
small company was asked in a TNEC hearing what would happen if he 
chose to disregard the prices of his large competitor. He replied, in effect, 
that he hoped he might never have occasion to find out. When the pressure 
upon the small concern is a matter of overt threats and of business policies 
expressly designed to destroy the enterprise, there is a clear basis for action 
under the antitrust laws. When, however, the small concern’s choice is 
merely between sheltering itself under the umbrella or taking the risks of 
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market competition against a stronger enterprise, the various degrees of 
price leadership are hard to distinguish and hard to make the basis of an 
antitrust charge. 

Similarly, the uniformity of prices sometimes developed by a few large 
concerns may be difficult to proceed against. With two sulphur producers 
in the United States, each can readily see that its own price policy will 
affect that of the other. The individual business judgment of either con- 
cern that the best thing to do is to maintain a high price in the hope that 
the other will do likewise may result in large profits and in prices that 
remain unchanged for a decade. Nevertheless, the process by which this 
result is reached may be indistinguishable from any other exercise of private 
discretion in determining a concern’s prices. 

The ability to catch collusion is the ability to prevent a great deal of such 
quasi-monopolistic pricing. A modern price structure involves such com- 
plicated differences of trade and quantity discounts, geographical price dif- 
ferences, differentials in price between related products, adjustments for 
long-term contracts, and the like, that the maintenance of identical prices 
becomes a matter of great technical difficulty. Even during the formal price 
fixing which some industries enjoyed under NRA, there were frequent 
variations in the prices because of differences in the application of the price 
formulas. In some industries standing committees were necessary to inter- 
pret the rules. To simplify the technique of price fixing, sellers often find 
collusion upon the terms of sale indispensable to the maintenance of uni- 
form prices, even though the basic prices can be kept in line by some loose 
form of price leaders ship or of individual self-restraint. 

When collusion about terms of sale is not present in these two classes 
of cases, a successful prosecution would require either that the government 
prove that a tacit conspiracy existed among those involved or that the gov- 
ernment establish a new principle, as yet untested in the courts, that there 
may be monopoly as the joint effect of the separate action of members of 
a group as well as monopoly in a single enterprise. If the government chose 
to try by prosecution to alter the policies of those concerned, it would 
have to insist directly that in making their individual prices they should 
give different weight to various strategic considerations than they now in- 
dividually give. If such a program did not seem feasible, the only other 
remedy would be to seek tials of the large concerns involved in order 
that, with companies smaller and more numerous, the market might pro- 
vide less opportunity for such tacitly concerted price fixing. The develop- 
ment of price rigidities apparently based upon size or price leadership has 
been so great in recent years that the effort to remedy the condition by 
breaking up going concerns probably would amount to an effort to reshape 
by law a considerable part of the industrial structure of the United States. 
Half a century of neglect is difficult to overcome retroactively. 
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There is another and less dramatic way in which the problems of group 
monopoly and price leadership might be dealt with more slowly but with 
more likelihood of success. Fortunately we do not appear to have come to 
the end of the dynamic development of technology, the rise in the standard 
of living, and the expansion of our total market. Industries which were 
strategically important twenty years ago have been superseded by the de- 
velopment of substitutes. Regional markets have been expanded by the 
improvement of transportation. By further developments of this kind it is 
probable that many of our highly concentrated industries will be exposed 
to new competition. If we can take steps to limit the future growth of 
large enterprises, to preserve competition in the new industries, and to 
prevent expansion of the power of our present large enterprises, we may 
be able to reduce the problems of price leadership and group monopoly to 
manageable proportions. Such a policy involves peculiar care to protect 
the opportunities for new enterprises to enter the market as well as care 
to keep them from being swallowed up by the old concerns. 

Moreover, something can be done to prevent the growth of tacit collu- 
sion in fields in which the small number of concerns have not yet found it 
possible to work together. In most cases in which a few concerns dominate 
the market, a diversity in their policies expresses an important difference 
in their strategic opportunities. One may be manufacturing many lines, and 
another only a single line; one may be distributing through small independent 
concerns, and another through mass distributors; one may be operating 
nationally, whereas another may be intensively cultivating a regional mar- 
ket. In so far as further development wipes out such difficulties the obsta- 
cles to group monopoly will disappear. Thus it becomes peculiarly im- 
portant to preserve an open field for the competition of different kinds of 
distributive outlet, not only because the distributive trades need competition 
but because such diversities protect competition in manufacturing. 

The problems presented by price leadership and group monopoly suggest 
the need for special emphasis upon the problems presented by growth in 
the size of the business unit. Economists have long pointed out the anomaly 
in preventing the union of competing productive facilities by agreement 
while permitting it by merger. As early as 1914 the Congress dealt with an 
aspect of this matter in passing Section 7 of the Clayton Act; but if that 
statute was intended to check the union of competitors it failed in its pur- 
pose by leaving the door wide open for purchase of the assets rather than 
the stock of the rival concern. Though adequate figures are not available, 
I believe that more of the growth of large American corporations during 
the last thirty years has come through the acquisition of competitors than 
through the construction of new plant and equipment. Instances of merger 
piled upon merger are found throughout our industries. Already the trend 
has contributed much to the problems of tacit collusion. Left alone for 
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another quarter of a century, it may well give us substantial monopoly in 
many of our major industries. 

An illustration of the trend is to be found in copper production. The best 
available figures of the output of the three largest copper companies indi- 
cate that in the last ten years they have increased their control from a little 
more than 40 per cent of the total American production to a little more 
than 80 per cent. Most of this increase has come by absorption of other 
companies. 

There is a widespread belief, carefully cultivated by those directly in- 
terested, that the growth of business enterprise involves a growth in efh- 
ciency. There may be some question in the development of any enterprise 
large enough to have appreciable bargaining strength whether its prospects 
of profit furnish any clue to efficiency in an engineering or social sense. 
Nevertheless, when concerns expand from profits or when they raise money 
in the open market for expansion, there is at least a presumption that the 
desirability of greater size has been measured by some pecuniary standard 
of comparison against other possible uses of the funds. In the case of 
mergers of going concerns, there can be no such presumption. The alterna- 
tive is for the companies to compete or merge. So far as productive econ- 
omies go, there is little reason to think that the union of two established 
plants will often make possible so close a dovetailing of processes or such 
a nice adjustment of facilities to markets as to lower costs of production. 
Economies in distribution might be expected to appear more frequently, 
but in the distribution field there is no clear evidence that the distributive 
activities of large enterprises capable of supporting their own distributive 
machinery are more economical in the social sense than specialized distribu- 
tion through middlemen. On the other hand, the bargaining advantages of 
a merger are usually obvious. In the absence of specific facts such as are 
typically unavailable, there is no reason why we should set aside the public 
interest in preserving competition and in limiting individual bargaining 
strength for the problematical economies to be gained by reducing the num- 
ber of competitors. 

With the Clayton Act inadequate to prevent the union of competing 
concerns, recourse must be had either to new legislation or to the Sherman 
Act. The Federal Trade Commission has repeatedly recommended that 
Section 7 of the Clayton Act be altered to provide specific authority over 
the acquisition of a competitor's assets. Failing this solution, it may be 
possible to proceed under the Sherman Act. In a few cases the acquisition 
of a competitor may be interpreted as an attempt to monopolize trade either 
throughout the nation or in some particular section of the market. More 
generally, however, successful prosecution of mergers will require a type 
of case which has not yet been decided in the courts. It will be necessary 
to establish the view that a contract to acquire a competitor is a contract in 
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restraint of trade. If this principle is established, the case by case procedure 
involved in all prosecutions of restraint of trade will become applicable to 
mergers and will permit the usual distinction between reasonable and 
unreasonable restraints according to the facts of each particular case. 

A solution of the problem of size is the heart of the question whether 
competition can be preserved by the antitrust laws. Without competitors 
there can be no competition; and with the present trend of corporate 
growth the disappearance of most competitors in many industries can be 
foreseen. Expansion for efficiency’s sake probably is a self-limiting process; 
but expansion by fusion obviously is not. If this trend can be halted or 
reversed, the other problems involved in the enforcement of the antitrust 
laws will amount to no more than the ordinary problems of making an ad- 
ministrative agency effective. If, however, the scale of business is to con- 
tinue to grow not only by expansion but by unchecked merger, it will be 
necessary to accept oligopolistic price policies as typical and to fight the 
battles against complete monopoly only as last-ditch struggles in a war 
already lost. Such a prospect would require the community to consider 
adopting types of industrial control which operate directly upon the policies 
of corporations, in recognition of the fact that a giant concern with powers 
not limited by its rivals in the market is a quasi-public enterprise. Such a 
development would involve, not the making of exceptions to the antitrust 
laws, but the preservation of the areas of competition as exceptions to the 
general economic policy. I do not relish that prospect, for it would require 
a vast machinery of control over the detail of industrial decisions; and in 
my judgment governmental control is one of our social resources which 
should be carefully economized. 
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IN WHAT AREAS SHOULD ANTITRUST POLICY BE REPLACED ?1 


By PauL T. HOMAN 
Cornell University 


I 

My own thinking upon the topic before us starts from the proposition 
that the existing economy is, for the time being at least, deeply in bondage 
to its historic past. Granted the existence of the well-known types of market 
organization little resembling conditions of pure competition, the com- 
petitive principle provides the basic framework of the economy and could 
not be rapidly and radically departed from without detrimental economic 
consequences. 

No one can, however, be satisfied with past efforts to fortify the com- 
petitive regime or be content to entrust the public interest in industrial 
organization solely to the operation of the competitive principle. Old insti- 
tutional furniture may have to be replaced. But dissatisfaction with the 
existing state of affairs is in itself no reason for change. There needs to 
exist the superior alternative. 

To probe more deeply into these matters it is necessary to make some 
statement of the ends of policy against which to project both states of fact 
and policy proposals. In the first instance such a statement must be broader 
than one applicable solely to the antitrust law policy. Without hoping that 
many persons would agree with my exact formulation, I venture to present 
the following somewhat overlapping items which seem to me in conformity 
with broadly influential American attitudes. 

1. In the most general terms, economic ends include: 

a) Full employment 

b) Relative security of livelihood 

c) Larger national income 

d) More equitable distribution of income, according to some rough 
standard of equity 

2. Ends of that general character may be amplified by such items as: 

a) The fostering of technical efficiency in production 

b) Avoidance of wasteful dissipation of natural resources 

c) Avoidance of wasteful duplication of productive facilities 

d) Rapid liquidation of cyclical and structural maladjustments 

e) Maintenance of capital expansion at rates conducive to more stable 
growth 

!) Orderly adaptation to secular changes of industrial structure 
. Such ends cannot be dissociated from others which have to be stated 
in pre than economic language: 

‘This paper is closely related to another published in the November, 1939, number of 
the Quarterly Journal of Economics. 
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a) Maintenancé of a high degree of personal liberty 
b) Maintenance of popular representative government 
c) Diminishing the plutocratic authority of those exercising great eco- 
nomic powers 
d) Preserving peaceful continuity in the flux of change 

(I omit items relating to external economic and political relations.) 
Such a list could easily be expanded to express ideals of humane exist- 
ence. 
Within the general structure of public ends it is by no means easy to 
make a brief statement of the specific ends of antitrust policy, since there 
is implicit in the ends a commitment to certain fundamentals of social 
structure which could only be stated at some length. Roughly, however, it 
may be said that the policy is oriented toward a quartet of ends assumed 
to be mutually compatible, but conceivably not compatible. These are: (1) 
the protection of consumers from exploitation; (2) the stimulation of 
productive efficiency; (3) insurance of freedom of entry into economic 
occupations and a “‘fair field’’ in the struggle for business survival; and 
(4) distributive justice. One can reduce this to a dichotomy, and say that 
the policy attempts to protect liberty of economic action as an end in itself 
and to promote general economic well-being as an end in itself. Doubts 
and perplexities arise when it is not clear that both sets of ends are pro- 
moted by the same general policy. Moreover, ‘‘general economic well-being” 
is a complex concept which when explored reveals conflicts of interest. 
“Freedom,” too, reveals conflicting freedoms and diverse forms and de- 
grees of freedom. Agreement is hardly to be expected as to what elements 
can be wisely sacrificed or diminished in order to magnify other elements. 
The ends were formulated under circumstances of economic expansion. 
Even if these circumstances could be counted upon to continue, there have 
arisen states of fact which could hardly be regarded as conforming to the 
ends of policy and would call for re-examination of the means. But there 
is added the further complication that, upon the experience of the past 
decade, it is not possible to assume with confidence that a rapid rate of 
expansion will be self-generating. The central concern of economic policy 
has consequently come to be how to stimulate the greater use of productive 
resources, both through positive stimulants to production and through 
liquidation of the structural and cyclical maladjustments which have de- 
veloped. 

It is not infrequently suggested that the antitrust law policy bars the 
way to positive remedial action. This is certainly not the case in general, 
since the structural framework of the economy is articulated by competitive 
relations. Public discussion needs, therefore, to be focussed on areas where 


the antitrust policy is most ineffective in promoting the ends to which it 
is directed. 
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II 


Due to time limitations, certain subject matters clearly within the scope 
of my topic will be merely mentioned in passing. The first omission is that 
body of industries already, for well-known reasons, excluded from the full 
application of the antitrust laws. This includes various types of financial 
institutions and the recognized public utility industries. 

Another subject to which attention will not be given is that of industries 
standing in some peculiar relation to national defense. It is sufficient to say 
that considerations of military effectiveness might at some points properly 
suggest a closely regimented structure of production, if not direct govern- 
ment enterprise. This subject would naturally lead on to problems of in- 
dustrial organization in a context of actual war. The topic is one which, at 
the present conjuncture, deserves close attention, but must in this paper be 
dismissed with the observation that the focussing of a nation’s industrial 
energies upon military ends could hardly proceed under the same rules of 
organization as those designed to promote economic well-being and to pro- 
tect the liberties of citizens in a nation at peace.? 

A third subject that will not be taken up in isolation is that of con- 
servation of natural resources. In actual experience, considerations relating 
to conservation are always found in conjunction with other problems of 
organization, so that it is more convenient to regard them as elements in 
more complex situations. They are therefore covered under the general 
discussion to follow. 

With these excluded special subject matters out of the way it now be- 
comes necessary to define what, for purposes of this paper, is to be regarded 
as an exception to the antitrust law policy. This is by no means easy to do, 
and in the end I shall have to delimit the boundaries of discussion rather 
arbitrarily. The difficulty is illustrated by asking (1) whether it would be 
a departure from that policy for government to limit private monopolistic 
powers by setting up competing plants and (2) whether it is a departure 
for government to introduce measures of market control in industries like 
wheat and bituminous coal where no problem of private monopoly exists. 
The first would be designed to make some markets more highly competitive 
than they are; the second is designed to make other markets less competi- 
tive; but both involve positive modes of public action as contrasted with 
existing enforcement of prohibitions. 

Each of these is a topic about which little could be said short of a full- 
length paper, while I wish to devote this paper to still a third topic. Con- 
sequently it is necessary to dispose of the two topics mentioned with undue 


brevity. 

* This is, of course, < disp outed point. There is a persuasive argument based on wartime 
experience and the pra ence of totalitarian countries that unexploited miracles of potential 
productiveness are smothered under peacetime organization. To argue this point would catty 


the present paper wholly out of its orbit. 
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1. One way of attacking monopoly is through competition by public 
enterprises. Concerning the merits of this method of re-enforcing the 
antitrust law policy, I shall say nothing in this paper. But public competi- 
tion can be used for other ends, and might conceivably have the effect of 
undermining that policy. The subject comes up in connection with the 
argument for large-scale public investment. This argument is sometimes 
advanced with little reference to the possible directions of investment and 
the possible repercussions upon private enterprise. The end in view is not 
the activation of competition but something quite different. The proposal 
appears, in some versions, to be wholly indifferent to the impact of public 
investment upon the underlying structure of industry, and in other versions 
appears to be a potential instrument consciously advanced to promote a 
considerable reorganization of economic control in a collectivist direction. 
In either case it is quite clear that the use of public investment without 
regard to collateral consequences could easily undermine the incentives to 
competitive private production, in this industry or that. This seems to me 


an excellent way not to proceed to the making of exceptions to the anti- 


trust law policy. I am by no means opposed to the prudent practice of 
public investment, but one feels the need to check the indiscriminate zeal 
which the idea engenders in some quarters. Reorganization of the control 
of industries is a delicate operation which ought not to be undertaken 
merely as the secondary consequence of doing something else. 

2. Let us turn now to matters illustrated by agricultural policy. If the 
antitrust law policy be defined as that of making the economic system ‘‘as 
competitive as possible,’’ control of agricultural markets is certainly a de- 
parture. This rendering at once runs into difficulties, since many features 
of market organization which economists describe as technically monopoloid 
have never been under attack. However that may be, it is decidedly the 
case that problems of diminishing the full impact of competition where 
it is strong are of a different order from those of coping with monopolistic 
elements where they are strong. In actual economic processes the two are 
undoubtedly interrelated in ways that are familiar to all economists, but 
the differences are such that one may reasonably focus attention on the 
latter in this paper without further reference to the former. 

There is, however, a remaining difficulty. The sharp distinction between 
highly competitive and highly monopolistic industries fades away in a 
broad intervening territory in which markets display many forms and de- 
grees of difference in the mixture of competitive and monopolistic char- 
acters. The difficulty which this introduces is illustrated by the following 
quotation from a paper by Professor J. M. Clark:* ‘““What seems to be 
called for is a realistic control of trade practices which should not simply 
prohibit unduly restrictive forms, but should assume constructive responsi- 


* Proceedings of the Academy of Political Science, XVIII, No. 2 (1939), 9. 
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bility for working out for each industry, where unduly restrictive forms 
are found, the form which, in that industry, bids fair to give the nearest 
practicable approach to the results of ‘normal’ competition.” 

Within this very general language one could limit the meaning to special 
administrative means, applied to particular industries, serving at once to 
define permissible forms of associative business action and to make the 
antitrust policy more effective. This interpretation is supported by Profes- 
sor Clark’s later statement, ‘‘I believe, though I cannot prove, that capital 
must in the future adjust itself to a lower rate of return than it now con- 
siders reasonable, and to degrees of competition which it now considers 
unduly severe, or paralysis will follow.” 

In using the one-at-a-time approach to problems of industrial organiza- 
tion, it is obviously possible to imagine varied types of public control ad- 
justed to almost any compromise between competitive and monopolistic 
characteristics within industries. The approach itself gives no clue to the 
possible outcome. It may superficially appear sensible to seek a “reasonable” 
special solution for each particular case without regard to antitrust law 
rules. But it seems to me highly important to differentiate procedures which 
may properly be called implementation of the antitrust law policy from 
those that are departures from it. 

The administrative reason for this is that, so long as the guiding prin- 
ciple of competitive organization is embodied in general law, broad discre- 
tion can be given administrative agencies for making it effective, even to 
the point, suggested by Professor Clark, of working out special rules of 
market practice. No such discretion can be tolerated for setting aside in 
particular cases the principle of organization embodied in the general law. 
Otherwise, administrative agencies could at their discretion radically do 
over the whole structure of market relations according to their own concep- 
tion of what was right, good, and proper. A definite departure from the 
general rule calls for special legislative sanction. 

Nor is this all. Any effort at general solution of problems presented by 
“disorderly competition’’ and monopoly, separately or in combination, 
cannot now dispense with the self-recuperative powers and expansive urges 
which inhere in a system well supplied with competitive characters. Pro- 
posals to follow the one-at-a-time approach, unanchored to this guiding 
principle, are simply an easy mode of evading the fundamental policy 
questions. Thus, by the very nature of the policy problem, we are driven 
to the necessity for absolute particularity in the choice of areas of industry 
which are to be organized on more highly monopolistic lines. At this point 
one is abruptly faced with questions both of ends and means. 


III 


Since it has been the subject of so much recent discussion, I wish to pick out 
for special attention the end of economic stimulation. The general think- 
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ing on monopolistic barriers to business revival, consisting in the main of 
valuable economic platitudes, need not be called into question. What has 
to be examined is the implied necessity of departure from the antitrust 
law policy as contained in certain widely-known proposals. 

Let us pause to see more precisely just what the problem is. It is that of 
adopting, in limited spheres of industry, forms of industrial organization 
and administration through which incentives can be made operative, in- 
ducing price policies conducive in the short run to increased production 
and, through time, conducive to more flexible and rapid readjustment to 
changing economic circumstances. 

Focussing attention on the need for such incentives enables us to dispose 
rather summarily of all proposals which offer only forms or mechanisms 
of control. These may be illustrated by proposals to set up modified NRA 
code authorities containing representatives of investors, management, labor, 
and ‘the consuming public.” There are no grounds for supposing that a 
controlling body, constituted mainly of persons who have an immediate 
private interest in current operations, would, without special incentives, 

| make wise decisions guided by public interest. 

In saying this, I do not wish to be misunderstood. I think it wholly in 
the right direction to consider means by which the public interest in in- 
dustrial operations can be continuously and forcibly brought to the atten- 
tion of those who exercise control. Certainly I do not object on principle 
to public representation. I am merely insisting that it would be folly to 
proceed to enhanced monopolization of the control of industry simply 


1 upon the basis of a bright idea about the constitution of the controlling 
. bodies. 

0 To return to operational incentives, the need for them is fully appreciated 
) 


by persons who have advanced various proposals highly relevant to our 
present topic. A case in point is the well-known proposal of Professor 
Sprague and others to activate the construction industries through a set 
of agreements among interrelated fabricating, contracting, and labor groups 

designed to slash building costs and thereby to make effective a large po- 
tential demand for new construction, re-enforced perhaps by assured low 


0- interest rates and by subsidies to building projects. 
g Under certain assumptions of fact which would have to be carefully 


tested, such proposals are highly sensible in economic terms; but I am not 
aware of any examination which has been made of their potential conse- 
ty quences for industrial organization in the affected spheres. It is, of course, 
int quite possible that some progress might be made by voluntary groupings 

of manufacturers in new forms of integration not involving the antitrust 
laws. But, for any broad application some sort of formal cartelization and 
intercartel agreements would seem to be required for a number of rea- 


out sons I shall not take the time to set down. Intimate public supervision over, 


ak- 
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if not prescription of, the terms and administration of the agreements 
would also be required. It seems quite clear that the new forms of organi- 
zation and control could not be summarily abandoned after accomplishing 
an initial stimulative purpose for which they were designed. So two cru- 
cial questions leap to the mind: (1) whether public agencies would be able 
to exercise wise and effective control over the course of building costs through 
ups and downs both of prices and constructional activity; and (2) whether 
it is advisable to promote more monopolistic forms of organization which 
would require them to attempt so to do. One would wish certainly to be 
well-informed concerning the collateral consequences in industrial organi- 
zation and methods of public control before making any commitment to a 
particular plan of procedure. 

In the case of Professor Sprague’s proposal, the necessity of making 
any choice is removed by the fact that the parties at interest have shown 
no interest in putting it into effect voluntarily, and I have heard of no 
way in which it has been suggested how public coercion could be exer- 
cised to put it into effect. 

The next type of proposal has points of similarity to the last, but is 
not limited by reference to a definite sphere of activity. This is the pro- 
posal to underwrite a program of expanded production and lower prices 
by public guarantees. Aggregate production schedules, drawn up within 
each participating industry and approved by a public or quasi-public 
agency would be reassigned in quotas to the members of the several in- 
dustries, who would be guaranteed against loss so long as they marketed 
the product (or failed to market it) within an approved range of prices.‘ 
The scheme would presumably require cartel-like organization as well 
as inter-industry councils or super-cartels, and, to the extent of its cov- 
erage of industries, would be an alternative to the antitrust law policy. 

The initial coverage could be either broad or narrow, but in any case 
the plan is expected to involve inter-industry planning based upon cer- 
tain “key” industries. The supporting argument presents a ‘‘managed” 
version of Say’s law. A simultaneous advance in production, supported 
by guarantees, will, it is hoped, magnify the national income and dis- 
tribute it in a manner to move the additional produce, a process calling 
for quite broad coverage. Over a longer run, it is hoped that controlled 
rates of production with fluctuating controlled inventory holdings will 
diminish the instability in rates of industrial production and volume of 
employment on the analogy of the ‘‘ever-normal granary.” 

The plan itself implies no limits upon the extent of its application ex- 
cept those of experimental caution, administrative feasibility, or arbitrary 
choice. On these points proponents face a kind of dilemma. To secure 


* See Jerome Frank, Save America First, especially Book III, chapter 14; Mordecai Ezekiel, 
Jobs for All; the program of the Association for Economic Freedom; and Max Lemer, 
It Is Later Than You Think, especially chapter 6. 
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the Say’s law effect a broad application is desirable. But experimental 
prudence suggests a narrower initial application. Mr. Frank, for example, 
after making the former point, proposes experimenting with a single 
industry, steel. In another context, at Hearings of the Temporary Na- 
tional Economic Committee, Mr. Frank even more strongly argued the 
wisdom of approaching the problem cautiously through particular indus- 
tries, on this point not disagreeing at all radically with Professor Fetter.° 

By way of contrast, blither spirits advance proposals which, if they 
could be rapidly effected, would seem well designed to do unpremeditated 
damage to the foundations of American economic society on the prin- 
ciple of Havelock Ellis’ “law of irony” that human beings pursue remote 
objectives which, when attained, turn out not to be what was being sought. 

The planning idea under discussion attracts attention by its claims to 
be a measure of economic stimulation. But this is purely an optical illu- 
sion. It represents a major reconstruction of the organization of industrial 
controls incapable of rapid introduction. Whether in some remote future 
the scheme of relations envisaged could contribute to a larger, more stable, 
and more equitably distributed national income, no one can possibly fore- 
see. 

The deficiencies in the various planning proposals drive one to the con- 
clusion that a groundwork of exploration has to be laid in detail in par- 
ticular industries. 


IV 


Just as soon as one turns to particular industries, it becomes obvious 
that one cannot be limited by the narrow frame of reference which suf- 
ficed for discussing the planning proposals referred to above. There exists 
a great dissimilarity in the organizational forms of various industries, in 
the ways in which public ends are involved in their operation, and in the 
possible measures of reorganization of control which might be introduced 
to safeguard the public interest. The problems of antitrust policy which 
exist in relation to the particular industries are certainly not exhausted 
under a statement of ends in terms of economic stimulation or stability. 

Something of the complexity of the matter may be briefly shown by 
examples drawn from among those large, concentrated industries which 
invite attention as possible candidates for release from antitrust law policy. 
Petroleum is an especially useful example. There is here no problem of 
stimulating production. Within the complex structure of the industry are 
the most diverse elements of competition and monopoly. There is a pub- 
lic interest in conserving petroleum resources, in avoiding undue market- 
ing costs, and in ending price discrimination. But the critical problems 
of organization appear to be mainly distributive within the industry, de- 


ion before the Temporary National Economic Committee, Part V, pp. 1951-1979 
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riving from a conflict of interests between different parties at interest 
in the complex structure of the industry and not from any serious com- 
plaint of the public as consumers. The reasons for departing from the 
antitrust law policy, in so far as they exist, are to be found only in the 
facts of the industry itself, and appropriate administrative means for a 
reorganized structure would have to be invented ad hoc. No general for- 
mulas relating to either ends or means would be applicable. 

Let us turn to aluminum. This industry attracts attention mainly be- 
cause it seems anomalous for a single company, in spite of antitrust laws, 
to possess so complete a monopoly as it has. Also, great profits have been 
made from it which, both directly and indirectly, have contributed to dis- 
tasteful things known as concentration of private economic power and 
extremes of economic inequality. Yet, on the other hand, the industry 
has had to make its progress through a field of substitutes on all sides 
which could only have been done by great technical ingenuity and pro- 
gressiveness. There is certainly here involved a situation of a type which 
one should hate to see become typical of the control of industry, yet which 
is at the same time very elusive in relation to various ends of public 
policy, and of great difficulty from the point of view of prescribing an 
alternative organization of control more clearly in the public interest. 

Turning to steel, one finds an industry which has been subject to com- 
plaints through good times and bad. In recent years the principal com- 
plaint has been a rigid price policy inimical to expansion. Long before, 
however, there had been the complaint of an informal system of monopoly 
pricing which placed barriers in the way of economical location, exag- 
gerated transport costs, discriminated between geographical areas, con- 
trolled the location of fabricating industries, and provided a considerable 
insurance of profits. Yet all these phenomena occurred in connection with 
great technical progress and physical expansion, sufficient to support what 
many think to have been an overrapid expansion of capital facilities gen- 
erally. Perhaps the basic earlier complaint lay in the realm of discrimina- 
tion. But is anyone competent to pass upon the “rightness” of the level 
of steel prices through the past two decades? The problems of organiza- 
tion in the steel industry, through good times and bad, through short and 
long run, are indubitably real and exceedingly complex, but they do not 
fall under any simple statement of public ends nor suggest any obvious 
form of reorganized control. 

Time does not permit that the nature of the problems in these various 
areas be further explored. I have introduced them solely for the purpose 
of suggesting the impossibility, when one particularizes, of diagnosing 4 
complaint common to all of them, or of stating with explicitmess any pat- 
ticular end of policy to be pursued in all cases, or of finding any uniform 
sort of administrative means through which to pursue the public interest 
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in their organization. The idea could be doubly re-enforced by adding fur- 
ther examples.® 

It is therefore necessarily the case that one can at present have no 
explicit answer to the question asked in the subject assigned to me. There 
are plenty of industries which invite the thought of possibly advanta- 
geous results from some alternative to the antitrust law policy. But there 
is not a single important industry, other than those of the public utility 
type, in which all the relevant factors have been examined and modes of 
reorganized control imaginatively devised to a point to justify an assured 
recommendation that it be transferred from the existing status of nominal 
conformity to the antitrust law policy. In this opinion I think practically 
every close student of industrial organization will join me.’ 

The problem as now presented is, therefore, not that of deciding what 
forms of reorganization to effect, but rather of where to begin and how 
to proceed. Present ignorance of what would be appropriate measures of 
reorganization of control in particular industries is no barrier to setting 
up a reasonable modus operandi for finding out. The beginning has to be 
specific. Particular industries have to be subjected to the closest scrutiny. 
In deciding what ones shall be first, the grounds of choice would be 
strictly pragmatic, based upon tests of relative importance and experience 
of peculiar difficulty in making the antitrust law policy effective. Steel 
and petroleum at once suggest themselves as good candidates, as do a 
number of other industries engaged in extracting and first processing of 
various minerals. 


“If time permitted, it would be interesting to examine particular ends to test the proposi- 
tion that no single end of policy can be single-mindedly pursued. ‘Efficiency’’ is a good 
example. In this key was sung most of the early defense of the combination movement, and 
a little later, much of the opposition to it. The relation between size, efficiency, and 
progressiveness is the most familiar of all topics in antitrust law discussions. But no one 
who has fully explored the matter would argue that efficiency, however defined, could ever 
be accepted as the controlling criterion in judging whether or not to deviate from the 
antitrust policy. Moreover, the content of the term is highly ambiguous, and tests of 
efficiency equally applicable to good times and bad, to the short and long runs, to private 
and collective ends are nonexistent. 

Moreover, contra the usual ambiguous definition of natural monopoly, it may be that 
there are numerous industries in which, ceteris paribus, the greatest economy of operation 
could be achieved by total regional monopolies. Policy might desert the principle of efficiency 
in such cases because of the desire to avoid the collectivist functions entailed. Again, even 
where low cost operation is compatible with size far short of unitary monopoly in any 
market, it may carry concentration to a point where monopolistic features of organization 
are pronounced. Policy might, therefore, reasonably desert the principle of efficiency because 
of a desire to avoid problems of organization and control connected with pursuing it. And 
policy might equally not pursue some short-run prospect of efficiency because the organization 
involved would be antipathetic to long-run progressiveness. Again, in the short run of 
Pression periods, pursuit of low cost operation must almost necessarily run at odds with 
the desire for fuller employment. Finally, it is wholly unlikely that large powers of public 
control could, politically speaking, ever be used in the conscientious pursuit of efficiency. 
Similar tests could be applied to any other single end of policy. In some degree I have 
7 done so above in relation to the currently emphasized end, “increased use of 
e€sources. 

‘I refer only to industries exhibiting strong monopolistic features; not to industries in 
which problems of organization arise out of a highly competitive market structure. 


| 

h 

n 
ly 

g- 

n- 

le 
th 

vat 
n- 
a- 
vel 

nd 
ot 
us 
us 

ose 
g a 

rm 

rest 


190 American Economic Association 


Most suggestions for procedure get put the wrong way round. It is 
sometimes suggested that a broad analysis of industrial structures, ori- 
ented on criteria of similarity between industries, is a sine gua non. But 
this is by no means the case. Indeed, the matter is the other way round. 
The broad analysis depends upon the prior existence of analysis of par- 
ticular industries. At the outset constructive ideas concerning substitutes 
for antitrust law policy have no meaning except in the context of particu- 
lar industries, however much cumulative experience might aid in dealing 
with subsequent problems of organization. 

Granted this point, one must further question another misleading as- 
sumption that, in the case of particular industries, the principal present 
difficulty is ignorance. It is, of course, the case that industrial organiza- 
tion is largely terra incognita to economists and public officials. But even 
where knowledge is fullest, the best-informed persons are still in a 
quandary. This is because the really perplexing difficulties are those in 
the field of administration. The most exhaustive knowledge of any indus- 
try does not of itself suggest forms of reorganized control which could 
be counted upon to promote public ends. On this account I submit to the 
temptation to encroach upon the territory more specifically assigned to 
Professor Wallace in today’s program. Professor Wallace suggests a va- 
riety of devices potentially available, but I wish to focus attention firmly 
upon the central and inescapable problem. 


V 


My discussion is limited to the problem of administering monopolistic 
powers to social advantage. This would require an increase in the degree 
of concentration of control. There are two general alternatives. One is 
outright government enterprise, following acquisition of private produc- 
ing properties. The other is government supervision, in some manner, of 
the business behavior of private managements. This again breaks down 
into two general forms. One is the form of unitary monopolies on either 
a regional or national basis. The other is some variant of cartelization. 

Current discussion tends to explore most readily the last of these alter- 
natives, the one which would represent the least radical departure from 
the existing structure of control. On this type of departure converge the 
desires of business groups desiring “self-government” and the tentative 
thoughts of “planners,” with, however, quite different ideas about the 
structure of control. I shall not pause to argue that business groups do 
not design collective forms of control suitable for the pursuit of public 
ends. The other approach, emphasizing public interest, calls for some 
division of managerial powers between private and public agents. It is 
the manner of dividing authority, with reasonable promise of improved 
public well-being, that lies wholly outside the range of experience. This 
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is the exact problem to be solved, and no case can be made for departure 
from the antitrust policy in the case of any segment of industry until a 
solution, applicable to that area, is in hand. As Dean Landis has so wisely 
said, “To essay what we cannot do is often worse than to do nothing.’’* 
With equal wisdom, he says, “Study of the practical limits of adminis- 
trative action is still too dormant.’’® 

I am not in the least prone to deny that in some industries it might be 
possible to pursue public ends more effectively through some cartel vari- 
ant. I merely assert that no relatively assured means of so doing is at pres- 
ent extant in the whole sphere of public discussion in relation to any 
industry. The possible uses of cartels as a restrictive device, as a discrimi- 
natory device, as a device to slow down the pace of change and to protect 
vested interests, are well understood. But their use as means for bringing 
public power to bear upon price, production, and labor policies, counter 
to the dictates of business judgment, in the interest of larger, more stable, 
and more equitably distributed national income lies as yet over the hori- 
zon of human ingenuity. 

As a purely personal judgment, I doubt that they will ever be useful 
for those purposes except in the most exceptional cases, breaking on the 
administrative rock. If, therefore, they are widely invoked in the interests 
of “stability,” I imagine that an expanded scope of “the public economy” 
will be called for to compensate for the restrictive effects following in 
their train. 

From this position, the thought follows that, in considering the possible 
introduction of a more highly monopolistic structure in some industries, 
attention ought to be paid to the possibly superior merits of unitary 
monopoly. The public administrative problems are inherently simpler; 
and in a number of industries, at least, the prospects for efficiency, in 
some socially valid meaning of the term, appear to be greater. Industries 
in which it is not difficult to envisage this structure, and in which possible 
advantages can be discerned, probably deserve to occupy a special status 
among prospects for exceptions from the antitrust laws. Whether, at the 
end of the road, private or public enterprise would be preferable in any 
particular case is a point which need not occupy our attention here. 

The actual processes by which government might press toward unitary 
monopoly are greatly curtailed by existing judicial rules of ‘‘due process.” 
It therefore seems unlikely that very effective action would be possible 
without a constitutional amendment. Indeed, it is almost equally unlikely 
that effective measures of control over cartel-like combinations could be 
cattied out without an amendment. 


Under existing judicial rules it would not be difficult to foster more 


J. M. Landis, The Administrative Process, p. 122. 
The same, p. 122. 
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highly monopolistic forms of market organization, but only on the pros- 
pect of monopolistic benefits accruing to those private interests whose 
voluntary co-operation would be needed. This is the anticipated outcome 
of proposals which are insistently pressed upon legislative bodies from 
business quarters. The nature and magnitude of these pressures raise the 
question whether more highly monopolistic forms of organization, once 
admitted into the economy, could be insulated against such pressures and 
administered conscientiously in the broad public interest. The prospects 
are such as to justify a very cautious approach to the whole matter. 


VI 


The unresolved perplexity about appropriate reorganizational expedi- 
ents disturbs my mind less than it seems to do the minds of many other 
people. This is partly because I do not take a highly alarmist view of the 
state of industrial organization. But mainly it is because I do not see how 
the means of improving the state of industrial organization could be ex- 
pected to take form until the necessary explorations have taken place. The 
work of the Temporary National Economic Committee, however valuable, 
is only a beginning. A permanent agency is called for. It must be disso- 
ciated from punitive activities. It must, until experience proves the con- 
trary to be justified, have no coercive powers except perhaps those of 
subpoena. It must be subdivided into as many divisions as there are indus- 
tries under inspection. These divisions must train up experts in the or- 
ganization of particular industries. 

An extended process of mutual education and conditioning is called 
for: for public servants, in the nature of the problems of industrial or- 
ganization and business policy; for private managements, in the nature 
of the public interests they are expected to serve; for both, in the possi- 
bilities of sharing authority in the simultaneous pursuit of public and 
private ends."° 

If and when knowledge and circumstances warrant, special legislative 
action can vest in an appropriate new agency authority to introduce in- 
novations in the control of a particular industry and to exercise defined 
degrees of authority over its operations. 

No one can, without recklessness, suggest going rapidly beyond the 
preliminary process outlined above. Nor ought anyone to prejudge the 
outcome in administrative innovations in respect of any particular indus: 

” This preparatory process, while essential, is subject to a serious hindrance by reason 
of the existence of the antitrust laws. A state of mutual confidence and complete candor 
such as ought to grow up between public agents and private managements, is impossible 
so long as skeletons of violation are concealed in business closets. Managements are place¢ 
in a defensive position, and public agents, even though having no punitive purpose, must 
in the mere effort to be fully informed in some degree become detectives. There is not 


much that can be said about the matter. It is simply a fact which makes more difficult the 
task assigned. 
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try; nor assume out of hand that an alternative superior to the applica- 
tion of antitrust law rules will be found. These opinions reflect my pro- 
found distrust of those who, by reason of alarmist misgivings, or distaste 
for the social consequences of modern industrialism, or addiction to 
theories of industrial evolution, are driven to support rapid and radical 
departures from the existing basis of industrial organization. They run 
far beyond the beam of light by which experience guides the footsteps of 
intelligence. 

Whether it will be politically feasible to initiate an intelligent approach 
to the problems presented is a point upon which I shall not pause to 
speculate. It is worth remarking, however, how futile it must be to draw 
up ambitious plans of industrial reorganization so long as the political 
opposition of industries whose members dislike public attention does not 
permit even the first step to be taken toward an intelligent approach to 
problems of reorganization. Meantime, in the absence of such an approach, 
it is wholly appropriate to continue efforts to make the competitive prin- 
ciple more fully operative, even in those areas of industry where one may 
think that a possibly superior alternative could be found. 
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KINDS OF PUBLIC CONTROL TO REPLACE OR SUPPLEMENT 
ANTITRUST LAWS! 


By DONALD WALLACE 
Williams College 


I 


The broad problem for consideration at our two sessions on competi- 
tion and monopoly is, what sorts of public control of markets, including 
antitrust laws, can do three things: (1) promote greater economic ef- 
ficiency by getting idle resources used, by improving the allocation of 
resources, and by stimulating progressiveness; (2) diminish inequality 
in distribution of wealth and income; and (3) help to preserve and tre- 
fine further our democratic heritage of freedom, equality of opportunity, 
representative government, and legal restraints on the use of power both 
public and private. We seem to be committed to an economy of power 
positions; hence the problem is that of balancing private and public power 
so as to achieve these objectives. I am skeptical of the effectiveness and 
the practicability of integrated, over-all management of the whole system 
of markets, or of any very large segment of it, outside a pretty thoroughly 
socialized economy, which I have not time to consider this morning. Ac- 
cordingly, I shall limit my discussion to the problem of fitting specific 
kinds of public control to particular market situations found in areas 
rather small relative to the whole economy. By areas I mean individual 
firms, industries, or markets, or groups of these. 

At the outset I think we must recognize that we have at present neither 
sufficient knowledge to formulate any comprehensive program of change 
in public policy along the lines of fitting particular sorts of control to 
particular areas, nor sufficient knowledge to be sure that the antitrust 
policy ought to be the general policy. Deficiencies in knowledge are of 
two sorts, both critical. There are few factual studies of market results in 
particular areas which indicate the extent to which actual results fall short 
of desirable results, in terms of economic efficiency and distribution. Nor 
do we know much about the extent of improvement which could be ex- 
pected from different sorts of control in various markets. It is plain that 
our economy as a whole functions at a deplorably low level of efficiency, 
considering its disposable resources, and that inequalities in distribution 
much exceed any differences consistent with social health. But the de- 
gree of responsibility for these shortcomings attributable in any genera’ 


‘In considerable measure this paper was prepared in close connection with a study of 
standards of government price control undertaken by the author for the Bureau of Labor 
Statistics for submission to the Temporary National Economic Committee. This paper has 
benefited from special reports submitted for that study by Messrs. Ben. W. Lewis, Warren 
C. Waite, Don S. Anderson, Ellery Gordon, R. K. Froker, William Y. Webb, and John 
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way to present market organization and processes is far from clear. Even 
more obscure is the causal significance, in relation to these failings, of 
particular elements and policies in particular areas.’ 

Secondly, as far as I can see the true relations between free private en- 
terprise and all those relations, institutions, and processes which we call 
democracy are hidden behind a mist of traditional but not unquestionable 
beliefs, psychological guesses, and rationalized prejudices and hopes. If 
the preservation and improvement of democracy requires that freedom 
of private enterprise be not diluted much beyond its present composition, 
then the variety of applicable kinds of control will be narrowly limited, 
except in the minds of those who regard maximum economic efficiency 
and reform in distribution as a higher good. This is not, however, the 
only facet to the question of the relations between democracy, free enter- 
prise, and public control. There is now good reason to ask also whether 
retention and development of democracy is compatible with prolonged 
failure to design and apply public controls which markedly improve ef- 
ficiency and distribution. 

On this crucial question of the relations between democracy, free en- 
terprise, and public control, I can, unfortunately, say but little. I shall 
discuss a variety of possible sorts of public control, principally in their 
more narrowly economic aspects. I hope that this will provoke discussion 
of their political and administrative aspects, especially from those in the 
government service and from political scientists. To those future presi- 
dents of this Association in my audience I should like to suggest that joint 
meetings with the political scientists are long overdue. 


Il 


On the economic side the problem of neatly fitting particular kinds of 
public control to particular areas involves ascertainment of market results 
in each area with the existing kind of control and comparison with the 
probable results under alternative serts of control.* The variety of kinds 
of public control which may conceivably aid in improving economic ef- 
ficiency and diminishing inequality is not always appreciated. Kinds of 
control signify various combinations of objectives, control devices, con- 
trol agencies, and economic standards. Examples of specific objectives are 
reduction of monopoly power, prevention of unnecessary profits, and raising 
the level of use of resources in the whole economy. Control devices are 

*I have elaborated these points in an essay contained in a recent collection of essays by 
several authors (Public Policy, Harvard University Press, 1939). 

_ In the last analysis this calls for a classification of firms, industries, or markets into a 
limited number of groups according to similarities and differences of market results in 
terms of efficiency and distribution; and for a co-ordinate classification of kinds of public 
control showing the kind or kinds most appropriate for each class of firms, industries, or 


markets. I pass over the problems of developing a classification of markets as outside the 
scope of my topic, and take up various sorts of control. 
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such operative techniques as limits upon methods of competition or other 
business policies, taxes, subsidies, fixing of prices or incomes. Control 
agencies are, of course, such instrumentalities as legislatures, administra- 
tive departments and commissions, courts, advisory boards, functional 
industry authorities, and government corporations. By economic stand- 
ards I mean more precise statement of the objectives. Standards are the 
criteria which show the direction and limits of change in market results 
needed to attain the objectives. 

Reserving standards for later treatment, I shall select several combina- 
tions of the other elements that constitute important kinds of public con- 
trol and note three bases for classifying them, recognizing that further 
factual study of different market situations and of types of control should 
disclose other bases for classification. 

Let us first differentiate those kinds of control which involve direct 
participation by government in the determination of market results and 
those sorts of control where reliance for the production of desirable te- 
sults is left mainly to the activities of private individuals or groups acting 
within limits set by government and through processes sanctioned or te- 
quired by government. The essence of the latter class of controls lies in 
public action on the structure and conditions of the market and the pro- 
cesses by which market results are determined. Such action is expressed 
in public prohibition or requirement of particular structures or practices. 

In this category there seem to be four kinds of public control worth 
distinguishing: (1) Provision of information on market conditions, in 
the broadest sense, and on the social consequences of business policies. 
(2) Antitrust policy. (3) Collective bargaining or negotiation by repre- 
sentatives of two or more interested groups such as management, inves- 
tors, labor, purchasers, suppliers, and bankers. Collective bargaining may 
be used as a method of determining any one or more of the fundamental 
market results: investment, output, sales, prices, incomes, and employ- 
ment. Government action limited to sanctioning or requiring collective 
bargaining, definition of permissible or required procedures, and super- 
vision to ensure compliance with the laws and enforcement of the bar- 
gains, involves no direct participation of government in the determination 
of market results. (4) Consumers’ co-operation with government assist- 
ance in the form of exemption from the antitrust laws, dissemination of 
information, or provision of financial aid as in the case of rural electric 
ity co-operatives. 

Direct participation of government in the determination of market re- 
sults seems to break down into six additional major types of control. (5) 
Regulation in the form of setting limits upon or outright fixing of a 
pacity, capitalization, output, prices, incomes-—some or all of these—by 
legislatures, departments, or commissions subject to judicial review. (6) 


Preserving Competition versus Regulating Monopoly 197 


Public monopoly. (7) Government competition. Government competi- 
tion may represent merely one very effective method, but, I think, ordi- 
narily an undesirable method, of bringing about public monopoly. This 
I do not discuss. The rules for government competition, which is intended 
to remain competition, may differ according to the emphasis upon com- 
petitive or regulatory aspects. In the one case, after equalizing, in ac- 
tuality or by formal accounting, the interest rates, wage rates, taxes, and 
other items of cost to the public and private corporations, the government 
corporation would compete according to ordinary commercial principles, 
striving to cover its own costs as far as possible, but not making any 
monopoly profits. On the other hand a government corporation regarded 
as essentially a regulatory instrument would determine its policies entirely 
on the basis of the costs and other conditions of the private firms, with 
the objective of compelling them to adopt the most efficient volumes of 
investment and output and the best rates of progressiveness of which 
they were held capable, and which were consistent with their receipt of 
the minimum profits necessary for them to attract capital. Whether the 
government corporation covered its own costs would be irrelevant. Con- 
tinuous deficits, incurred because it was less efficient or in order to absorb 
sufficient freight to regulate the prices of distant private firms, would be 
regarded as costs of regulation. If it were more efficient or more progres- 
sive it would need to refrain from serious inroads on the markets of pri- 
vate firms, and be satisfied with extra profits. Obviously it would not be 
easy to obtain understanding and acceptance of government competition 
that was essentially regulatory. (8) Functional authorities composed of 
representatives of interest groups and government officials empowered 
to represent the general public interest. The distinction between this sort 
of control and collective bargaining lies in the participation of public repre- 
sentatives in the negotiations by which market results are determined. 
(9) Subsidies as an instrument for improving efficiency or distribution. 
(10) Taxes. Some kinds of tax, such as an undistributed profits tax, belong 
in the first category; others in the second category. Most of the tax devices 
related to objectives that I consider today are so esoteric that I shall omit 
discussion of them. These ten sorts of public control are not all mutually 
exclusive. Many combinations are possible, of which some will be noted as 
we proceed. 

Another basis of classification of kinds of public control is found in 
a distinction, sometimes tenuous, between attempts merely to prevent 
undesirable results and endeavors to obtain desirable results. Govern- 
ment agencies cannot by law or orders make people invent or introduce 


‘4 
, I do not place this among antitrust procedures as Mr. Homan does, because it involves 


snes participation by government in determination of market results. I daresay most 
Dusinessmen would be inclined to agree with me rather than with Mr. Homan. 
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improvements at a certain rate, explore elasticity of demand vigorously, 
carry investment up to a point considered desirable, or carry on produc- 
tion at a loss. Each of the ten sorts of control mentioned is well suited 
to prevention of one or another sort of undesirable market results, but 
not all of them can be effective in achievement of particular desirable 
results. For example, is it not probable that regulation by an administra- 
tive commission or department is really effective mainly in preventing or 
correcting undesirable market results? 

A third basis of classifying controls lies in the relative emphasis placed 
on economic ends and on democracy. Our broad problem is to find a de- 
sirable balance between economic efficiency and democracy. Most kinds 
of public control are directed mainly to improvement in efficiency. Col- 
lective bargaining may be regarded primarily as a method of introducing 
the institutions and processes of representative government into the mar- 
ket place—an extension of economic democracy in a very direct way— 
as well as a method of diminishing inequalities in market bargaining power. 
In less degree, perhaps, the same may be said of functional authorities. 


III 


Let us now take up in turn two major economic problems, noting un- 
der each the sort of standards that are applicable and some of the tela- 
tive possibilities of different kinds of control in applying such standards. 
We must distinguish sharply between the objectives and standards petti- 
nent to each of the problems: (1) the familiar problem of efficient allo- 
cation and utilization of resources on the traditional assumption that 
all resources will be used; and (2) the “new” problem of raising the 
level of use of resources in the whole community. Plainly the latter is 
now on all counts the crucial problem. And the apparent impossibility of 
reaching the goal of full use of resources through monetary policies and 
pump-priming alone renders imperative a searching investigation of the 
possibilities of public control of markets as a means to this end. In this 
brief paper I can do no more than indicate some of the possibilities. For 
reasons already explained I exclude consideration of over-all market 
management to change prices or investment simultaneously in all mar- 
kets in the economy or in any large segment of it comprising a great num- 
ber of different commodities. 

How might control of prices or investment in a particular area pro- 
mote greater employment of resources in the whole economy?® Accotd- 
ing to one theory higher prices in certain areas, bringing larger incomes 
there, will increase demands for other things and hence promote gen- 

* Limitations of time make it impossible to distinguish here between the cyclical and 
secular aspects of this problem. I have made some distinctions of this sort in my ¢ss3j 


in Public Policy. Similarly, failure to consider wages, inventories, and reserves does not 
imply that they are unimportant in relation to this problem. 
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eral recovery. This neglects the total effects outside the areas where prices 
are raised. On the other hand we have the familiar view that lower 
prices in a given industry will increase employment of resources in that 
industry and hence raise employment of resources in the whole economy 
by that much. This view overlooks entirely the effects on employment of 
resources outside the area where price has changed. If lower prices for 
lumber merely result in shifting an increment of spending from brick 
and stone to lumber there will be no appreciable effect on the employ- 
ment of resources in the whole economy.* The total effect of a change 
in prices or investment in a particular area on the level or use of rfe- 
sources in the whole economy is the algebraic sum of the effects inside 
and outside that area. In the “old” problem of best allocation and ad- 
ministration of resources it was tacitly assumed that the total effect from 
a change in one area would be zero. With unemployed resources the sig- 
nificant problem is to obtain changes in particular areas with total ef- 
fects greater than zero. 

Lower or higher prices in a particular area may affect total use of re- 
sources in the economy in two ways.’ They may alter the total employ- 
ment of labor and capital supported by a given total expenditure in the 
economy, as in the case where consumers get more of one commodity for 
a smaller gross expenditure on it and spend a larger sum on other com- 
modities. Price changes in a particular area may also bring about a change 
in total spending through their effects on hoarding and on borrowing. 

Aside from NRA and AAA little attention has been paid by legisla- 
tures and authorities charged with public control of various industries 
to the problem of the relations between prices and investment in a par- 
ticular area and the level of use of resources elsewhere. 

In the main the objectives and standards used in public utility regula- 
tion continue to be related to the problems of allocation of investment, 
reasonable rates, and prevention of monopoly profits. Many public utility 
commissions reduced rates in depression, but not in most cases as a fe- 
sult of study of the probable effects in other parts of the economy.* The 
decisions of the Interstate Commerce Commission on general rate cases 


*In general, a price reduction anywhere increases the real income of the community. 
The problem considered here concerns increases both in real income and in the rate of use 
of economic resources. 

‘I have sketched some of the theoretical principles applicable to this problem in an 
essay, “Monopoly Prices and Depression,” in Explorations in Economics. 

Their action seems to have been motivated by such considerations as (1) desire to 
reduce rates below levels which they considered unnecessarily high but which had been 
permitted during prosperity by the court rule of fair return on present value, (2) belief 
that a depression fair return was lower than a fair return in prosperity, (3) belief that it 
was only fair to consumers that utility rates should be lowered as other prices and incomes 
fell, (4) mere assumption that lower utility rates would conduce to recovery. Under the 
present law of confiscation public utility commissions would probably have little leeway 


to manipulate rates in the interests of recovery even if they did study the problem and 
develop standards in which they had confidence. 
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during depression laid most emphasis, as before, on the effects of rate 
changes on carrier revenues and credit. The investment program of TVA 
has been regarded partly as a means of stimulating the durable equip- 
ment industries, but TVA’s electric rate policies have not been formulated 
according to analysis of the effects upon the level of use of. resources 
elsewhere. 

The AAA constitutes the leading instance of an avowed attempt to 
promote recovery in the whole economy by shifting the flow of income 
and spending through the device of price control in a group of indus- 
tries. Let us examine briefly one example in this program—milk control. 
The evidence shows that the AAA raised milk prices to producers and 
that retail prices also went up. With demand inelastic in the range of 
the price increases—of which there seems to be no doubt—more dollars 
must have been spent on milk by the whole community and less on other 
things than would have been the case if milk prices had not been raised. 
It follows that the level of use of resources as a whole must have been 
lower as a result of the milk price increases, unless these higher prices 
somehow led to an increase in total spending in the economy at least 
equivalent to the increment of expenditure shifted from other things to 
milk; that is, the decrement in spending on all other things.® To produce 
such a result farmers and producers of goods purchased by farmers would 
have to spend, out of personal hoards or idle savings or bank credit, an 
amount equal to the increment added to their income, in addition to 
spending this increment of income. Yet even that might not be enough, 
unless they acted very quickly. If the beginnings of diminished spend- 
ing of consumers as a whole on all other things led the producers of 
these other things to spend less on equipment and inventories, the total 
decrement of expenditure outside milk, attributable to the higher milk 
prices, would be increased. Hence, if higher milk prices were to result 
in an increase in the employment of resources in the whole community, 
it might be that dairy farmers and producers of things bought by them 
would need to spend the increment to their income plus a further sum 
from hoards or from the banks equal, perhaps, to as much as double this 
increment to their income. The above analysis applies 4 fortiori in so far 
as higher milk prices would result in less production of milk than would 
attend lower prices. 

One qualification to this conclusion may be noted. The increment of 
income transferred to farmers might be spent faster by them than by 
those who would have received it otherwise. If the latter would have 
spent none of it, and the farmers would spend all of it, the level of use 
of resources outside milk would remain unaffected by the higher milk 


* Or unless prices of commodities on which spending was lessened were lowered enough 
to maintain the same employment of resources in their production. 
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prices. But in order to improve this level the farmers, or producers of 
goods sold to them, would have to spend more than the increment added 
to their income. 

The minimum price fixing of the Bituminous Coal Act may be analyzed 

ong similar lines, with similar conclusions.° Although study of dif- 
; y 
ferent situations may disclose exceptions'\—which I must here neglect— 
it seems evident that schemes which raise income in a particular area 
by raising prices there are likely to operate against recovery. Where in- 
creases in income are desirable for reasons of decency or to stem a de- 
moralizing reshuffling of income and demand patterns in the economy, 
subsidy paid out of deficit financing or from taxation of hoards is super- 
ior on economic grounds as a means of promoting a higher level of use 
of resources. 

Under what conditions might price reductions in a particular area pro- 
mote a larger employment of resources in the whole economy? Mention 
of several broad kinds of situation will indicate some of the possibilities. 
Reduction of prices of equipment with inelastic demand at prices below 
those currently charged would ordinarily tend to promote a higher level 
of use of resources in the whole economy. Equipment purchasers would 
be left with an increment of funds which they would have spent on equip- 
ment at the higher prices. If they or their employees or investors spent 
any part of this increment, the demands for other things would be in- 
creased and the use of resources improved, even on the assumption that 
the equipment manufacturers would have spent all of it if they had re- 
ceived it. The general level of use of resources would remain unimproved 
by lower equipment prices only in the extreme case where equipment manu- 
facturers would spend all of this increment if they got it (through higher 
prices), and equipment purchasers would spend none of it if they got it 
(through lower prices).’* Similar analysis and conclusions seem to apply 

“In large measure this act represents a kind of minimum wage legislation. Prices are 
to cover direct costs in order to prevent competitive wage cutting. Since there seem to be 
some profit elements in the items of cost to be covered by minimum prices it is possible 
that profits may be increased, if they are not devoured by increases in competitive marketing 
expense. If, then, however higher coal prices bring a larger gross revenue to the coal indus- 
iry, it is divided between operators and labor, and the effect will evidently be to lower the 
level of use of resources elsewhere unless coal producers or producers of things bought by 
coal miners or operators increase their expenditures by dishoarding or borrowing to an extent 
sufficient to offset the reduced expenditure of consumers on other things than coal and 
any tendency to reduction of spending by the producers of these other things. 

In an industry where accumulated deficits in maintenance, replacement, and moderniza- 
tion are large owing to continued poor profit expectations, higher prices and profits might 
induce an increase in gross capital expenditure which exceeded the initial decrement of 
spending elsewhere occasioned by the rise of prices in this industry. 

_ If demand for equipment were not perfectly inelastic, lower equipment prices would, 
of course, bring a little larger use of resources there without causing a decrease elsewhere. 
The general level of use of resources would also be but little improved by lower equipment 
Prices if price increases outside equipment absorbed all the increment of additional spending 
outside equipment, without any increase in use of resources in that outside area. But 


wherever considerable unused capacity exists there is a presumption that prices will not be 
raised substantially merely on account of an increase in demand. 
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in the case of consumer goods with inelastic demand at lower prices— 
perhaps such things as cigarettes, gasoline, and broad groups of food 
products or clothing. In so far as ultimate consumers are less likely to 
hoard than business firms, price reductions on consumer goods might tend 
to increase total spending in greater degree than reductions in equip- 
ment prices. 

The other cases involve products with elastic demand at lower prices, 
In many cases of this sort price reductions in a particular area will promote 
greater use of resources in the whole economy only if they stimulate an 
increase in the total spending of the economy. Otherwise the result may 
be merely an offsetting shift in the use of resources between different 
areas. Where the larger consumption attending lower prices induces ad- 
ditional spending by producers on expansion or modernization, the gen- 
eral employment of resources will be improved, unless an equal decrement 
of spending on equipment results where demands have dropped. Again, 
if the shift in spending between areas transfers income to areas where 
it is spent faster, use of resources should be enlarged. Finally, if demand 
is elastic at lower prices because purchasers will dishoard or borrow, total 
spending will be increased by price reductions. Examples of the latter case 
may be found in expensive consumer durable goods and, under some cir- 
cumstances, in capital equipment. 

The conclusions of the preceding paragraph rest on the assumption 
that prices of other things, outside the area of the initial price reduction, 
are not affected. This assumption is probably correct where the reduction 
of demands outside this area—consequent on increased spending within 
this area—is spread thinly over many products, or wherever policies of 
price inflexibility are followed. If, however, an initial price reduction on 
one commodity precipitates price reductions on other commodities with 
the result that in the whole area covered by this chain of price reductions 
no more is spent than would have been spent if these prices had all re- 
mained higher, then the level of use of resources in the whole community 
would be improved without any increase in total spending in the com- 
munity. 

It is clear that if public price control in a particular area is to be suc- 
cessful in promoting a higher general level of use of resources, stand- 
ards must be formulated in terms of the relation of price changes inside 
the area to changes in spending, hoarding, incomes, prices, and employ- 
ment of resources both outside and inside this area. These are terms very 
different from those of the customary standards related to the problem 
of promoting the best allocation of resources and preventing monopoly 
profits. Timing would be important, for we are roughly aware of changes 
in elasticities of demand and changes in propensities to hoard and to 
spend. Where the purpose is to reduce spending in a given area, the area 
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of price reductions must cover all close substitutes. Where complementary 
materials are involved, as in construction, elasticity of demand would 
emerge only with extension of control to all the materials. In many areas 
it may be impossible to assess the probabilities with enough assurance to 
justify public action. But it should be possible to discover some areas where 
price reductions would be very likely to promote an increase in the general 
level of use of resources, especially as we learn more about flows of income 
and spending and patterns of resource use. The recent advances made by 
the staffs of the National Resources Board and the Federal reserve system, 
by Professor Leontief, and, on utility rates, by Professor Sumner, are en- 
couraging.**® 

Where substantial reductions in prices were called for, price fixing by 
an administrative commission would be among the least effective alter- 
natives. Even if the law of confiscation were drastically modified, business 
managements and investors would be belligerent in the face of orders 
to reduce prices drastically. It is scarcely to be doubted that organized 
labor would often join in the opposition. Moreover, commission proce- 
dures are ill-adapted for nice timing. Competition by a government corpo- 
ration could achieve the immediate objective of lowered prices, but the 
end result might often be abandonment of the field by private enterprise. 
There is little reason to think that either collective bargaining or a func- 
tional authority would go far in relating prices to the standards relevant 
to this problem. Public monopoly in appropriate industries—key indus- 
tries from the standpoint of this problem—and public subsidy to private 
enterprise obviously constitute the most effective instruments for achiev- 
ing the objective. 

Subsidy could take the form of a guarantee of minimum earnings in 
return for a price policy determined by public authorities according to 
standards of the probable total effects in the whole economy. Only through 
subsidy or public monopoly could prices be reduced below incremental 
costs without diminishing employment of resources inside the area. Yet 
it would be mere coincidence if the minimum desirable price from the 
standpoint of the total effect on the general level of use of resources were 
just equal to incremental cost or were above it. 

Output control in particular areas promises little aid in improving the 
level of use of resources. Control of gross capital expenditure of business 
enterprises would be highly significant. Standards for desirable volumes of 
investment and the forms it takes should be related to the direct effects 


"E.g., Patterns of Resource Use and The Structure of the American Economy, Part I, 
National Resources Board; Wassily W. Leontief, “Quantitative Input and Output Rela- 
tions in the Economic System of the U. S.,”" Review of Economic Statistics, XVIII (August, 
1936), 105 and “Interrelation of Prices, Output, Savings, and Investment,” sbid., XIX 
(August, 1937), 109; John D. Sumner, “Public Utility Prices and the Business Cycle,” 
ibia., (August, 1939), 97. 
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on the use of resources in the investing industry and in particular equip- 
ment industries and to the indirect effects in increased spending elsewhere. 
The worth to the community of an increment of investment of savings 
or credit is the sum of the resulting additions to national income where 
it is invested and elsewhere. The indirect addition to national income may 
be large though the direct addition where it is invested is small. Use of 
such criteria in control of gross capital spending might lead in some areas 
to much “‘overinvestment”’ according to the traditional test relevant to the 
problem of best allocation of resources which will all be used anyway; 
but this latter criterion is not applicable until we approach full use." 
Studies of patterns of resource use, and of the relative effects of spend- 
ing in this, that, or the other direction, encourage the view that it may 
be possible to arrive at concrete estimates sufficiently satisfactory so that 
control of investment could improve the rate of use of resources. 
With regard to types of control for investment we must conclude, as 
in the case of price control, that public monopoly and subsidy are the two 
most effective instruments. If it is considered desirable to preserve pri- 
vate enterprise in key areas, public guarantee of certain minimum earn- 
ings might be effective in expanding private investment. Or government 
might directly invest some public funds in non-interest bearing securities 
of private corporations which agreed to spend them on new equipment. 


IV 


I now leave the confusing wilderness of the full use problem and 
proceed along familiar roads that have an illusive firmness and direction 
—until one finds himself knee deep in macadam or wondering around 
traffic circles which seem to have lost their outlets. If we ignore reper- 
cussions on the general level of use of resources, attainment of high eco- 
nomic efficiency consists of correcting and preventing overinvestment and 
underinvestment of economic resources, improving the utilization of te- 
sources already committed, and securing a high rate of progressiveness 
I shall treat public control in relation to two aspects of this problem: the 
general level of prices, or average revenue, of a firm or group of firms, 
and the structure of prices to different classes of consumers. 

Aside from antitrust control, and recent ventures in federal ownership, 
experience in the United States with public control in relation to this 
problem has been confined chiefly to commission regulation. Although 
few factual studies of the results of public utility regulation have been 
made, there is little doubt that, in the main, they have not been very satis: 
factory, except in control of investment in operating properties. There is 
no need to rehearse the flounderings of many judges or the failure of most 


“ As full use is approached, the indirect worth—the addition elsewhere to national 
income caused by an increment of investment here—becomes less. 
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commissions to develop effective standards and present them to the courts 
with clarity and vigor. Let us pause merely to say in the spirit of the sea- 
son, “God rest ye, merry gentlemen, and be not dismayed by the reflection 
that if all your pens had been harnessed to service-at-cost generators, we 
should now have cheaper electricity.” 

Regulation of the general rate level or average revenue, under the judi- 
cial rule of fair return in each year on present value, has exhibited two 
major defects. There has often been a confusion between considerations 
of fairness to vested interests and standards of economic efficiency. It must 
be recognized both that true standards of efficiency can only be developed 
apart from considerations of fairness to vested interests and that appli- 
cation of these standards should be tempered, during an appropriate pe- 
riod following their adoption, by criteria of fairness to past commitments 
of capital and labor made on other expectations. 

Secondly, regulatory authorities have often erred in making a deter- 
mined effort to reproduce in actuality the kind of relations between in- 
vestment, prices, and profits depicted in the long-run, static equilibria 
of economic theory. The faultiness of this attempt has, perhaps, been ob- 
scured by its failure to produce palpably absurd results in the case of 
those public utilities which have enjoyed a steadily increasing demand 
marred only by small backward fluctuations. In the last ten years the 
railroads have not seriously demanded normal returns on actual dollar 
investment or on reproduction cost, because it was clear that they could 
not be obtained with any rate schedule. A moment's consideration of the 
results of an endeavor to produce these equilibrium results in concrete ac- 
tuality during any length of period in durable goods industries will demon- 
strate the ridiculousness of this approach. In reality, except by chance, the 
economist’s static equilibria, whether competitive or monopolistic, never 
exist anywhere or in any period outside the expectations of men—and 
sometimes these are dreams. If public control of one sort or another is 
to achieve market results representing a high degree of economic efficiency 
trom the standpoint of the community, it must not try to reproduce the 
static equilibria as actual averages of results in a short period or in a 
longer period including good years and bad.’ It must become at least 
as sophisticated as those businessmen who laugh at the assumptions of 
perfect knowledge, smooth demand and cost curves, and static conditions. 

Omitting consideration of redistribution of income by provision of 
necessary services or commodities to the poor at prices below costs, the 
guiding principles of efficiency to be used in all areas, whatever the kind 
of control, are well known. No unit of homogeneous resources should 


“Cf. the acute observations of Melvin G. de Chazeau on the error of deriving actual 
rates from any kind of cost-determined “rate base.” “The Nature of the ‘Rate Base’ in the 
+g of Public Utilities,” Quarterly Journal of Economics, LI (February, 1937), 
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be introduced where its value to consumers is less than in some other 
use, and output in each area should always be such that a further incte- 
ment would not be worth to consumers the cost of producing it. In the 
endeavor to translate these principles into workable standards two prob- 
lems are encountered. Standards must be expressed in terms of concrete 
measurable quantities, and refinements or modifications of the broad prin- 
ciples must be made to fit particular situations. Clearly such standards can 
be developed only by intensive study of the facts in particular areas, 

Concrete, workable standards for changes in investment in a particular 
area might be developed from two different approaches. One would repte- 
sent an endeavor to achieve in men’s expectations the theorists’ equilibria, 
by the use of standards expressed in objective manifestations of expecta- 
tions, such as stock market quotations and yields thereon, future price 
quotations, proposals or applications by businessmen to change prices or 
investment, and proposals of bankers to underwrite new securities. An 
example of this would be a set of standard price differentials of common 
stocks of different companies, reflecting differences in risk, capital struc- 
tures, and dividend policies. Marked divergence from the standard dif- 
ferentials would, in the absence of explanations of a “technical” market 
nature, be considered evidence of the desirability of a change in the rates 
of flow of new savings into these companies. The other approach would 
involve empirical construction of a model of desirable market results for 
a given area, exhibiting averages over periods of differing lengths. Actual 
achieved results would then be made to conform, as closely as possible, to 
the averages of the model. I suspect that if two sets of persons embarked 
on these two approaches they would shortly find themselves doing many 
things in common. 

Application of the basic criterion of short-run efficiency—prices equal 
to incremental or marginal costs—presents several problems. Maximum 
prices fixed by public authority according to this standard would often be 
illegal under the present law of confiscation. Present accounting practices 
in most firms are probably not well suited to calculation of incremental 
costs. But the studies of Professors Dean and Yntema, and experience in 
public utilities, suggest that procedures for satisfactory calculation would 
now be far advanced in many industries if accountants had spent on this 
problem half the effort they have expended on the less sensible problem 
of allocating overhead to get full unit cost. 

The difficult problems in modification of this criterion to fit particular 
areas arise because the standard of short-run pricing necessarily affects 
the expectations upon which changes in investment occur. The short-run 
criterion is basic, both for short-run and long-run efficiency. Indeed, over- 
investment may be conceived as a condition such that, when prices are kept 
equal to incremental costs, profit expectations are too low to attract new 
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capital. In areas where overinvestment is not unavoidable, being due merely 
to monopolistic pricing unaccompanied by effective barriers to the entry 
of additional resources, prevention of overinvestment requires short-run 
prices close to incremental costs. In the case of overinvestment resulting 
from a persistent decline in demand, prices equal to incremental costs 
would seem ordinarily to promote more rapid elimination of excess invest- 
ment than higher prices.** Where there is underinvestment, because firms 
typically wait to expand until short-run incremental cost actually exceeds 
long-run incremental cost, including capital charges on additional equip- 
ment, the latter is the proper standard. 

Where continuous overinvestment is unavoidable, with increasing or 
stationary demand, prices must ordinarily exceed incremental costs in 
order to yield expectations of sufficient earnings on new investment to 
attract additional savings. I consider overinvestment to be unavoidable 
whenever technological conditions and demand characteristics are such 
that maximum efficiency requires an amount of investment that will not 
ordinarily be fully used, even with prices equal to incremental cost. A 
familiar example is presented by some public utilities where the neces- 
sary facilities are often not fully used even at times of peak load. Another 
instance may exist in the following combination of cost and demand con- 
ditions. Incremental cost for the individual firm after reaching its mini- 
mum point continues nearly constant for a long range of output almost 
up to the limit of production that is physically possible and then balloons 
skyward on the last few units. There are some indications that the incre- 
mental cost function in steel production is of this nature. Where such 
cost conditions are combined with great flunctuations in demand, prices 
may need to be somewhat above incremental cost most of the time in 
order to keep expectations of earnings on new investment high enough 
to attract capital—unless consumers and government are willing to per- 
mit enormous price increases and immense earnings in a few years of each 
cycle.’ Otherwise there would have to be some overinvestment in order 
to serve demand in peak years at “reasonable” prices. Study of actual 
incremental cost functions and of demand may disclose other types of 
situation in which overinvestment is unavoidable and in which prices 
should ordinarily exceed incremental costs. 

Wherever that is true it is necessary to calculate a differential by which 
price should exceed incremental cost. Changes in technological condi- 
tions or in investors’ prejudices would require changes in this differential 
from time to time, but it should not be altered on account of variations 


_ “The possibility exists that somewhat higher prices and earnings might enable some 


firms to obtain capital for improvements, adoption of which would lead to more rapid 
climination of excess capacity. 


"This might ordinarily lead to excessive new investment at such times, unless new 
investment was limited by government. 
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in output. The purpose of this differential is not to bring a fair retum 
on the whole investment in every year. Rather, the differential represents 
a kind of index of the extra earnings per unit, over and above the sums 
which would accrue with price equal to incremental cost, that are neces- 
sary because some minimum of overinvestment is unavoidable, in order 
to maintain expectations of earnings that will attract capital. 

There is little point in discussing possible difficulties in using the in- 
cremental cost standard in markets containing several or many firms un- 
til we have more knowledge of the nature of incremental cost functions, 
But as long as consumption is to be rationed by price, there is probably no 
need for any bulk-line cost standard. I shall leave to my commentators 
the question of the relations between the incremental cost standard and 
delivered prices. 

I have time for only a few words about standards for the pattern of 
prices of a firm or in an industry where different products are sold or the 
possibility exists of charging different prices to different consumers of 
the same product. Here, again, the most difficult problem is posed by the 
case of unavoidable overinvestment with regard to peak demands. Under 
such circumstances average revenue should exceed the average of incte- 
mental costs of serving different consumers by enough to enable attrac- 
tion of new savings. The pattern of prices should be designed to give the 
maximum possible utilization of capacity consistent with obtaining the 
required revenue. This kind of problem has always faced public utility 
commissions in the task of spreading the “fair return overhead” among 
several classes of consumers, but they have given it much less attention 
than the problem of the general rate level and earnings. In large degree 
they have, indeed, tried to prevent rates below incremental costs. Some of 
the best commissions seem to have had maximum possible utilization of 
capacity as a goal, but it is doubtful that they have achieved it. In order- 
ing rate reductions to eliminate excess profits, they usually compute the 
appropriate rate reduction on the basis of current consumption with little, 
if any, allowance for any elasticity of demand; and in deciding which 
rates to reduce, they take into consideration the relative volume of protests 
from different classes of consumers. In short, considerations of equity of 
fairness as between classes of consumers are mixed with an assumption 
that all demands are perfectly inelastic. 

Plainly, maximum efficiency would require that excess profits be elimr- 
nated by reductions in price to those classes of consumers whose demands 
are more elastic.'* Consumers with the less elastic demands should not 
have reductions until the prices to those with the more elastic demands 
have been reduced all the way to incremental costs. Only thus can utili 
zation of capacity, consumption, and employment in the firm or industry 


* Cf. C. Emery Troxel, American Economic Review, XXVIII (June, 1938), 289. 
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attain the maximum consistent with expectations sufficient to attract capi- 
tal and prices all of which cover incremental costs. 

What particular combinations of control devices and control agencies 
might be most effective in applying these standards of efficiency for the 
traditional problem of allocation and utilization? Let us consider three 
broad classes of market situation bearing in mind that a much more elab- 
orate and refined market classification is actually necessary. In the first class 
of market situation the competitive forces are strong enough, as a result 
of effective application of the antitrust laws, to keep prices quite close to 
incremental costs most of the time, but unavoidable overinvestment per- 
sists owing to poor knowledge or errors of optimism. If provision of more 
accurate and adequate information on market conditions by trade associa- 
tions and government agencies is not sufficient to prevent overinvestment, 
a public commission might be empowered to pass on all applications for 
new investment in markets of this sort. Additional investment should be 
permitted only on a showing of probability that some increment of pro- 
duction could be replaced at a lower incremental cost including the capital 
costs of the proposed new equipment; or when underinvestment was im- 
minent, as shown by studies of market data, by the character of proposals 
by businessmen and bankers, and by the movement of security prices. Such 
control of investment would be facilitated if the commission were also 
empowered to develop for firms in each class of market a standard type of 
security structure with a range of permissible variations. I am inclined to 
think that control of investment and security structures is something for 
which a government commission is much better suited than control of 
prices and incomes. The possibilities of this kind of control, as an alterna- 
tive to the oft-urged cartelization, have not been sufficiently explored. 

The second sort of market situation to which I refer-is that where the 
firm or firms in the market can, in spite of all that antitrust enforcement is 
able to accomplish, hold prices considerably above incremental costs, but 
do not have power to limit the introduction of new investment—with the 
result that overinvestment may be chronic. These conditions are found, with 
numerous variations in degree, in most of the public utilities and probably 
in several major industrial markets. Here the objective of public control is 
twofold: to prevent overinvestment or restrict it to the unavoidable mini- 
mum required by the conditions of technology and demand, and to keep 
prices close to incremental costs, plus an appropriate differential in instances 
of unavoidable overinvestment. Limitation of investment by an investment 
control commission, as in the case treated above, could prevent overinvest- 
ment, especially if supplemented by an undistributed profits tax, but could 
not lower prices. Let us consider briefly several alternatives for control of 
both investment and prices. If public monopoly can avoid deleterious po- 
litical influences and administration by the inefficient bogeymen who haunt 
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the textbooks, it obviously possesses the greatest promise from the stand- 
point of achievement of maximum efficiency with given techniques and 
products. However, in an industry where there exist great potentialities 
of progressive improvements in technique and of adaptation of the basic 
product to new uses, public monopoly might be much inferior to the other 
alternatives. This is not merely a matter of personnel. Perhaps more im- 
portant is the problem of the costs of obsolescence. In private industry these 
costs can be and are in considerable measure shifted onto investors. With 
public monopoly this would be difficult, perhaps impossible. The other 
possibilities are shifting these costs to taxpayers, or to consumets in the 
form of diminished progressiveness and higher prices. The latter method 
might often be chosen 

The record of commission regulation of investment, prices, and earnings 
could undoubtedly be much improved, with appropriate changes in the law 
of confiscation to permit the use of the criteria of efficiency sketched above 
and with better development of concrete standards for applying these 
criteria. Public commissions are, however, nearly impotent in getting new 
things done in contrast to preventing the doing of old things. Where high 
efficiency demands the realization of potentialities of cost-reducing tech- 
niques or improvement and adaptation of products for more effective com- 
petition with substitutes (as in the case of electricity and rail transport), a 
regulatory commission cannot, by orders and suggestions, get these things 
done. Public monopoly can do such things directly, subject to limitations 
mentioned above. 

Where there is room in the market for several efficient firms a govern- 
ment corporation competing with private enterprise might yield better re- 
sults than either public monopoly or commission regulation. If positive 
things of the sort just mentioned needed to be done, the government cor- 
poration could do enough of them to stimulate the private companies to 
more vigorous efforts. Officials of a government corporation operating in 
the market should have a better knowledge of the conditions in the market 
than a commission can obtain; and they could by their own policies so alter 
the market data facing the private companies as to force the latter for their 
own advantage to adopt the most efficient rates of output and prices. If the 
standards here advocated were skillfully used, private companies would 
have no logical reason, from the standpoint of profit expectations, to aban- 
don the field, for expectations would be kept at a level that would attract 
capital as demand expanded. The private companies would, of course, need 
assurance by law and by experience with the policies of the government 
enterprise that this would be true. Overinvestment could be prevented by 
agreement between the government corporation and its private competitors, 
and waste in marketing expense could be diminished by the same device. 

The possibilities for attainment of high economic efficiency through col- 
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lective bargaining by representatives of various parties at interest need 
extended analysis which has not, so far as I know, been supplied by its 
proponents. Since it would ordinarily produce compromise, the nature of 
which would depend on the relative power and skill of the bargainers, 
there seems little reason to think that the market results would usually ap- 
proximate the standards of economic efficiency. The results with a func- 
tional authority would also constitute a compromise, which might or might 
not be closer to these standards depending on the powers and ability of 
the government representatives. Even though they yielded results diverging 
substantially from standards of high efficiency, these kinds of control might, 
however, produce a better balance of democracy and efficiency.’® 

A third type of market situation is that where underinvestment exists 
because firms do not compete vigorously in expansion and because barriers 
to entry, such as size of necessary investment, complexity of process, or 
established position of existing firms, cannot be eliminated by antitrust pol- 
icy. Here, it would seem that the desirable addition to investment could be 
attained only by public competition or public monopoly. Perhaps occa- 
sional threat of one or the other might suffice to accomplish this end, in 
which case the problem would become that of keeping prices down to in- 
cremental costs. For this objective commission regulation should be ade- 
quate in mature industries with slow growth of demand and no great 
potentialities of technological progress. 


In conclusion I wish to emphasize five points: 

1. There may often be a conflict between objectives and standards re- 
lated to raising the general level of use of resources and those appropriate 
for treatment of the problems of allocation and use of resources and pre- 
vention of monopoly incomes as this latter set of problems has been tradi- 
tionally conceived. The former objectives and standards may call for larger 
investment in a given area and lower prices, or possibly higher prices, than 
the latter. Also, if incomes in a particular area are to be raised without 
impairing both the general employment of resources and an efficient vol- 
ume of output in that area, devices other than minimum price-fixing must 
ordinarily be used. 

2. Several types of control suitable to treat the older set of problems 


would probably be ineffective in raising the general level of use of re- 
sources, 


3. As a basis for any comprehensive changes in public policy in market 
control we need much more knowledge of market structures, policies, and 
results in particular areas and much more study of the probable economic 
elects of alternative kinds of control. Research organizations and individ- 


See above, end of section II. 
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ual students can accomplish much in this field, but I heartily agree with 
Mr. Homan that a permanent government agency for continuous study of 
these matters is imperative 

4. Realism requires recognition of the danger that a process of gradual 
extension of positive public controls of different sorts, such as commission 
regulation, functional authorities, government competition, and public 
monopoly, to more and more areas may embody poor co-ordination between 
controlled areas and may have an adverse effect on initiative, risk-taking, 
and investment in areas left to unregulated private enterprise. Our efforts 
must not yield the worst of two worlds, socialism and capitalism. 

5. Finally, if a policy of extending a variety of controls to many more 
areas is to be successful, the American people must be equal to the task of 
revamping and improving the institutions, processes, and spirit of democ- 
racy in considerable degree 

Evidently the trend is toward extension of control. Unless we are already 
in the unfortunate position of being damned if we do and damned if we 
don’t wisdom seems to counsel an intelligent and courageous endeavor to 
make a successful transition through a process of gradualism buttressed at 
every stage by better understanding of the broad wishes of the people, of 
their political capabilities, and of the probable economic consequences of 
alternative policies. 
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ROUND TABLE ON PRESERVING COMPETITION VERSUS 
REGULATING MONOPOLY 


EDWARD S. MASON, Chairman 


This round table was devoted to the discussion of papers presented at the 
morning session on competition and monopoly, in which the following par- 
ticipated: Jerome Frank, Leon Henderson, Melvin de Chazeau, Milton Katz, 
and Saul Nelson. Summaries of remarks were prepared by the participants, ex- 
cept for the first two speakers. 


JEROME FRANK, the first speaker, admitted the widespread existence of posi- 
tions of monopoly power but considered the antitrust laws by no means a uni- 
formly successful method of destroying these positions or of preserving com- 
petition. Conditions in most mass production industries are such as to make 
antitrust action impotent. Nor has there been any considerable public demand 
for antitrust action visible in the correspondence of the TNEC. It is widely 
recognized at present that there are important and subtle differences between the 
organization of resources in different industries. The belief that these differences 
can all be reduced to a common denominator through the application of the 
antitrust acts is just an “imaginative bedtime story for tired economists.” 


LEON HENDERSON, the second speaker, attributed to monopolistic restrictions 
an important part in the continuance of unemployment. The supposed evils of 
excessive competition he did not consider to be particularly terrifying. Nor was 
he worried over the destruction of investment in industry if the country should 


decide that “whether as a way of life or as an economic policy monopoly should 
not exist.” 


MELVIN DE CHAZEAU: Mr. Edwards rightly limits the scope of the discussion 
to the following universe of discourse: (1) In technical terminology, attainable 
competition is neither “perfect” nor ‘‘pure’’ but must remain monopolistic. It is 
“oligopolistic” situations which are the proper objects of antitrust policy. 
(2) Size of individual firms, the heart of the question, does not necessarily 
bring efficiency. Individual expansion in the face of competition is a self-limiting 
process but growth through absorption of existing firms is not. If conditions are 
oligopolistic, of course, the former is not necessarily true and fusion may increase 
efhiciency; but the burden of proof is on the company. (3) The antitrust policy 
has hardly been tried and, therefore, cannot be said to have failed. 

In advocating a rejuvenation of antitrust policy, Mr. Edwards recognizes that, 
since legislative and judicial trends over the last half century have condoned, if 
not stimulated, oligopolistic situations, a reversal of policy would require reshap- 
ing by law a considerable part of the industrial structure of the United States. 
Thus, in practice, policy may be limited to restriction of future growth with 
ultimate adjustment through technological change and shifting markets. To the 
extent that oligopolistic policies are contrary to public interest, especially in the 
attainment of full use of resources, therefore, it is not possible for us, the living, 
to rely exclusively on the antitrust laws for a solution of the problem even 
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though the necessary scope of public intervention in the long run may be in. 
creasingly limited (i.e., to that indeterminate number of industries in which 
oligopoly is a function of the inherent economic characteristics of production and 
distribution) . 

My further remarks will be confined to the problem of full use of resources as 
it may be obstructed by the price and investment policies of oligopolistic indus. 
tries. The reasons for and the relative desirability of rigid and flexible prices are 
neglected as being beyond the scope of the subject under discussion. 

The conflict of private and social interests in price policy is best illustrated 
with reference to the concept of demand. Recent industry studies of the short- 
run price elasticity of market demand, on the assumption that other things are 
equal, indicate a relatively low elasticity (in steel, substantially less than unity), 
This is to be expected and, given the short-run strength of consumption habits, 
obstacles to substitution such as technological conditions involving product de- 
sign, labor skills, and installed equipment, and the joint demand for complemen- 
tary goods, it is likely to be characteristic for most goods, especially for produc- 
ers goods. If market conditions are aggressively competitive price-wise and 
there is a tendency to full use of resources, this relative inelasticity is a matter of 
indifference since it is the cross-elasticity of demand (i.e., the price elasticity of 
the individual demand curve, ceteris paribus), not the elasticity of market de. 
mand which governs policy for the individual firm. But in a state of facts in 
which cross-elasticity thus defined is not a factor in individual price policy (ie, 
the characteristic oligopolistic situation), there is both economic error and con- 
flict between private and public policy in this interpretation of demand. In the 
absence of full use of resources, there is error in the assumption of ceteris 
paribus. The criterion of desirable price is not short-run price elasticity of de- 
mand but the impact of price (that is, expenditure) on national income and in- 
vestment and consequently on shifts in the entire demand curve. Both conflict 
and error are demonstrated by Mr. Wallace’s theoretical conclusion that it is 
primarily in those instances in which market demand is relatively inelastic that a 
price reduction is most likely to promote fuller use of resources. Conversely, 
where demand is elastic, a price reduction has possible but dubious merit in pro- 
moting full use. Thus a high price policy in such instances brings upon industry 
the disaster it seeks to avoid—idle capital, unemployment, and business losses. 
But to follow any other policy, unless some simultaneity among industries could 
be assured, might well bankrupt the firm, no matter how large, that attempted 
it. This is the paradoxical situation which requires some form of public inter- 
vention if full use of resources is to be attained. 

Except in those instances in which inherent economic conditions and existing 
law will permit such an increase in the number of sellers that cross-elasticity of 
individual demand rather than price elasticity of market demand governs in- 
dividual pricing decisions, the antitrust policy must prove impotent for the solu- 
tion of the problem under discussion. Still retaining the law as a collateral policy, 
therefore, it is necessary for economists and public administrators alike to devise 
a positive program for industries excluded from this category. 

The successful implementation of a socially desirable pricing policy, through 
any one of the alternatives discussed by Mr. Wallace, requires a predetermins- 
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tion of (1) the timing of major price changes, (2) the potentially possible 
amounts of price change, (3) the investment schedule (gross and net) of major 
firms, and (4) a monetary and public works (including public utility) program 
integrated with the desirable price policy; that is, simultaneity of action across 
industry and commodity lines is essential. The nature of this project requires 
authority beyond that available to agencies other than the federal government. 
Until such criteria of desirable price policies, as well as such an integrated pro- 
cram, have been devised, criticism of business price policy (based as it must be 
on an atomistic point of view) is negative, ex post facto kibitzing that can hard- 
ly be expected to bring fruitful results. Since no such criterion or policy has 
been defined, it is not fair to conclude that the co-operation of business has 
failed. It has hardly been solicited. 

Rather than to embark on direct control of price or investment through sub- 
sidies or guarantee of earnings or indirect control through government competi- 
tion, each of which, in addition to the determination of criteria mentioned 
above, involves almost inevitably a thorough regulation (or regimentation) of 
industry (cost, investment, and price) of dubious merit, I urge the desirability 
of a study (collateral with the antitrust policy) of the problem of desirable price 
and investment policies by an independent agency which will seek to modify 
individual decisions in socially desirable directions. Once it has failed, it is time 
enough to consider direct intervention, government competition, or public 
monopoly. 


MILTON Katz: In the papers presented this morning and in the discussion 
this afternoon, the antitrust laws have been treated primarily as the symbol of an 
economic philosophy and a way of life. It may be helpful to consider the anti- 
trust laws as an instrument, fashioned for specific purposes out of the legal 
materials which happened to be available in 1890 and in 1914. 

The effectiveness of the instrument has been under examination here. Since 
effectiveness must be measured in terms of realization of purpose, it may be 
timely to re-examine the record in order to rediscover the purposes which the 
framers of the laws and the body of public opinion supporting them were seek- 
ing to accomplish. The record is an ample one. It can be found in hearings be- 
fore committees of Congress, in reports of committees, and in debates in Con- 
gress, during the decade of the 1880's and a period of several years preceding 
1914. In examining the record, one must be careful to resist a tendency to read 
into the language of the sponsors of the legislation the more sophisticated con- 
cepts of later decades. 

The Sherman Act was aimed at the “trusts.” This crude term, it seems to me, 
more accurately reflects the thinking and feeling which lay behind the Sherman 
Act than any other. The American public and their representatives in Congress 
were anxious to curb immense and powerful business interests which, as they 
saw it, stifled opportunity, crushed existing small enterprise, and created a 
vaguely felt political menace. They seem to have regarded combination and rail- 
toad rebates as the principal methods by which the trusts came into being and 
maintained their power. (In this connection, it is illuminating to recall that the 
Standard Oil Company was cited as a bogey to demonstrate the need for the 
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Interstate Commerce Act, in 1887, as well as for the Sherman Act, in 1890.) 
In the record of the 1880's, one does, of course, find references to local Price 
cutting. The thinking of the period, however, seems to have regarded local price 
cutting primarily as a symptom of the destructive power arising from combina. 
tion. By 1902, however, in the report of the United States Industrial Commis. 
sion, one finds increasing concern manifested over “destructive competition,” of 
which local price cutting was conceived to be the principal manifestation. In the 
discussion lying back of the Clayton Act and the Federal Trade Commission 
Act, of course, the problem of destructive competition or, to use the phrase 
which was eventually incorporated into the statutes, “unfair methods of com. 
petition,” occupied the foreground. 

Generally speaking, then, the antitrust laws were devised in order to meet the 
problems arising out of what we should today call concentration. More specif. 
cally, they were devised to cope with the kind of concentration which grows out 
of combination and unfair methods of competition. 

During the current depression, a new purpose has been read into the antitrust 
laws. Attention has centered upon the need to promote full use of resources. 
There has been much concern about “rigid” prices and their relation to inade. 
quate use of capacity. There has developed a widespread tendency to judge the 
effectiveness of the antitrust laws by their capacity to eliminate such obstacles to 
the full use of resources as may arise out of inflexible prices. (In some quarters, 
in fact, there even appears to be a disposition to regard the failure of American 
industry to operate at full capacity as proof of the “failure” of the antitrust 
laws.) 

In considering whether the antitrust laws can be made effective, the original 
purposes must be considered separately from the contemporary objectives. Ac- 
count must also be taken of the advances in legal and admunistrative technique 
which have taken place in the half-century since the Sherman Act was adopted, 
and in the quarter-century since the Clayton Act and the Federal Trade Com- 
mission Act became law. The draftsmen of these statutes did, it is true, make 
resourceful use of the legal art of their time. The Sherman Act, for example, 
made bold and extensive use of criminal law enforcement by injunction which, 
while not unknown in American law in 1890, was nevertheless comparatively 
novel. The legislation of 1914 constituted an important step in the development 
of the administrative commission. Since that time, however, administrative law 
in America has advanced steadily toward maturity, and growth in other phases 
of legal technique, while less far-reaching, has been steady. 

Given adequate personnnel and money and continuing public support, | see 
little reason to doubt that the antitrust laws, even as they stand, can be effective 
against combination or against local price cutting and similar business methods. 
Their effectiveness for these original purposes could be increased through the 
employment of the legal and administrative methods available today. The ob- 
jectives read into the laws by current thinking and feeling, however, raise 
a problem of a different order. Since the laws were not made for these ends 
there is good reason to doubt that, as they stand, they can be significantly help. 
ful toward achieving these ends. It does not follow that modern economic 
analysis and legal technique cannot devise means of coping with these problems 
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consistently with the antitrust laws; i.e., within the framework of the com- 
petitive business system. The effort has not been made. If opinion in America 
desires that the antitrust laws be re-oriented toward the newer purposes, a 
careful and vigorous effort to remodel them while preserving their inner spirit 
might be more productive than one might guess from a consideration of their 
possibilities in their present form. 


SauL NELSON: I should like to interject an issue which seems important: 
whether the preservation of competition is or is not deemed preferable to the 
regulation of monopoly or whether an industry-by-industry approach should be 
substituted for traditional antitrust policy. 

Economists, legislators, and enforcement agencies usually think of monopoly 
and restraint of trade in relation to the producer and to wholesale markets. 
While the field of distribution and of retail markets has not been ignored, it 
has been accorded insufficient attention. 

There are a number of ways in which the pattern of competition at retail 
is intimately related to issues of monopoly. In the first place the successful 
maintenance of monopolistic positions or schemes to restrain trade by manu- 
facturers often is dependent upon the exercise of a substantial degree of con- 
trol over retail markets. For example, price uniformity at the wholesale level 
will not suffice to permit a ‘‘share the market’ plan to operate smoothly if the 
product of one manufacturer is finding its way to the ultimate market at a 
lower price than that of his rivals. In many industries leading companies have 
been able to restrain their smaller rivals from cutting prices by threatening re- 
taliatory price cuts; if a large mass distributor enters the field and contracts for 
the entire supply of one of these smaller companies, the danger of reprisal is 
eliminated and a smoothly working price-fixing scheme may be suddenly dis- 
rupted. The importance of control over resale prices to manufacturers who wish 
to reduce the severity of competition at the wholesale level was forcibly il- 
lustrated by the frequency with which proposed NRA codes contained pro- 
visions permitting such control. Moreover, the trade practice controls of manu- 
facturing codes were often virtually nullified by refusal to restrict distributive 
channels or resale prices. 

Where the product involved is a producers good, it may still be necessary 
to reach into the retail market for the final consumers good into which it 
enters. An excellent example is afforded by the current controversy between 
glass and paper containers for milk. The substitution of paper for glass has 
been retarded in many areas by the attitude of large distributors, milk drivers’ 
unions, and local regulatory bodies. Consequently the control which patent 
licensing restrictions yield over the immediate market for glass milk bottles is 
importantly buttressed by restrictions of the retail milk market which dis- 
courages substitution. 

_ This ability to discourage substitution by the proper integration of manu- 
tacturers’ and distributors’ control schemes is particularly important, since the 
availability of substitutes is the most effective check upon the monopolist’s 
power. The most conspicuous illustration is the building materials industry, 
in which manufacturers and distributors co-operate to discourage the introduc- 
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tion of substitute products; in many areas labor, by adding its strength to the 
chain, prevents materials marketed through channels outside the combination, 
such as the mail order houses, from being installed or used in construction. 

In addition, the pattern of distributive relations often introduces its own ad. 
ditional monopolistic elements, primarily in the direction of freezing distribu. 
tive margins at a high level. If price rigidity is any indication of monopoly, 
it is notorious that rigidities at the retail level often surpass those at the whole- 
sale level for the same commodities. This situation existed even in the absence 
of resale price maintenance legislation, but it has of course been fortified by it. 

Price maintenance, which is now law in forty-four states, also impinges on 
this question of substitution. Guaranteed high margins make it unprofitable for 
the retailer to switch the consumer from expensive nationally-advertised mer- 
chandise to equivalent private brands; according to the Drug Trade News, 
of September 25, 1939, the Nevins drug chain in Philadelphia recently in- 
structed its clerks to stop pushing its own brands because markups were higher 
on advertised merchandise. The focus of competition among manufacturers 
shows some signs of shifting to the guarantee of increasingly attractive margins 
to dealers, in order to induce them to push their product. 

The so-called ‘unfair practices” acts as interpreted by the courts also have 
their monopolistic implications. Theoretically they merely prohibit sales below 
cost plus a small markup; in practice retail grocery associations in several states 
have seized the opportunity to issue periodic lists of minimum prices proclaiming 
that sales below these prices will be considered prima facie evidence of viola- 
tion, 

Finally, distribution may hold at least part of the key to the dilemma sug- 
gested by Mr. Wallace. In the case of milk, for example, a reduction in dis- 
tributive margins may permit producers’ income to be increased without a 
corresponding curtailment of consumers’ purchasing power. 

I suggest, therefore, that more attention be devoted to the pattern of com- 
petition in retail markets if it is desired to attack the general problem of 
monopoly effectively. It is encouraging to note that the Department of Justice, 
in its current building trades program, seems fully aware of this need. 
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ROUND TABLE ON THEORY OF INTERNATIONAL TRADE 


FRANK D. GRAHAM, Chairman 


At this round table papers were read by Gottfried Haberler, on “The Present 
Status of the Theory of International Trade,” and by Wassily W. Leontief, on 
The Pure Theory of Transfer.” Among others, Charles R. Whittlesey and 
Paul T. Ellsworth participated in the discussion. 

WassILY LEONTIEF prepared the following outline of his paper: 


I. The Problem 


1. A complete analysis of all possible repercussions of one-sided international 
transfer of purchasing power raises a multitude of theoretical questions. Many 
of them have nothing else in common with each other but the fact that they all 
have some bearing upon the explanation of the mechanism of economic adjust- 
ments. 

A Keynesian economist for example is likely to be most interested in tracing 
the indirect effects of additional capital supply upon the income and employment 
level of the borrowing country. Professor Tinbergen on the other hand would 
probably pay special attention to the time sequence of the various stages of 
ensuing adjustment processes and derive some special kind of cyclical fluctuations. 

In analyzing any particular empirically given instance of international capital 
transfer we obviously would have to take in account all these various aspects of 
the problem. 

2. The century-long discussion of international transfer, although it has 
naturally swayed from one aspect of the controversial issue to another, still seems 
to have been centered around one particular theoretical problem which can be 
referred to as the special theory of international transfer. 

It is typically a problem in static economic theory and it involves a comparison 
of the trade relationships between two (or more) countries: (a) in conditions 
of completely compensated international exchange in which the value of exports 
of each of the trading communities is exactly balanced by the value of its im- 
ports; (b) in conditions of supplementary one-sided transfer of purchasing 
power, 1.e., in conditions in which the imports of the borrowing country exceeds 
its exports by a given transferred amount, while the exports of the lending coun- 
try exceed by the same amount the value of its imports. 


II. Controversial Propositions 


1. One school of thought is inclined to conclude that in consequence of one- 
sided transfer the (net) terms of international exchange will tend to turn in 
‘avor of the borrowing country; i.e., the prices of its exports will rise in rela- 
tion n to the prices of its imports. 

- Another group of theorists admits that the price relationships might be 
affected by international transfer of purchasing power. It denies however that 
the exchange ratio between the two groups of commodities is more likely to 
turn in favor of the capital importing country than against it. 


‘To be published in the American Economic Review. 


220 American Economic Association 


Instead these writers are inclined to emphasize the proposition that in conse- 
quence of one-sided transfer, the total purchasing power of the borrowing com- 
munity will increase in relation to the total purchasing power of the lending 
country. 

3. The second school of thought has conclusively demonstrated that certain 
types of reaction which by some of the theorists were considered to be impossible 
actually can easily take place. 

Extending the theoretical analysis further in the same direction it can be 
shown that the so-called “purchasing power theorists” are themselves mistaken 
in presuming that the capital transfer necessarily leads to a redistribution of 
purchasing power in favor of the borrowing country. On the contrary not only 
can the distribution of the purchasing power between the two communities be 
shifted in the opposite direction, but even the net, expendable real income of the 
lending country might in some special cases increase in direct consequence of the 
capital transfer. 


Ill. Methods of Proof 


1. In order to demonstrate that certain effects (which by some other theorist 
were considered to be impossible) can actually take place, it is sufficient to show 
the existence of these effects at least in one particular instance. So long as the 
theoretical assumptions upon which this particular case is constructed are ad- 
missible—even if they are not necessary—such proof obviously will have gen- 
eral validity. To disprove the general proposition that all cats are black it would 
suffice to show one single white cat. 

2. Thus in his endeavor to disprove some general contention the theorist has 
the right to supplement the basic theoretical setup of the controversial problem by 
any number of additional, special assumptions. 

In the theory of international trade it is very helpful to assume that the actions 
of all the separate consumers and producers of a country can be adequately repre- 
sented by the behavior of one single individual. In the special instance in which 
such community consists of many identically situated producers and consumers, 
any one of them can adequately represent the whole aggregate. Using this very 
limiting, but entirely admissible for our special purpose, assumption it can be 
proven that one-sided capital transfer can (a) change the terms of trade in 
either direction; (b) redistribute the total purchasing power in either direction; 
and (c) increase or decrease the real income of either of the two countries. 

3. Commenting on the second proposition it might be interesting to note that 
in their eagerness to disprove the existence of any definite price reaction many 
theorists are inclined to assume that the terms of trade remain during the transfer 
the same as they were before. In this case indeed the total purchasing power of 
the borrowing country will necessarily increase in relation to purchasing power ot 
the lending community. This might explain their failure to notice the case in 
which the relative prices of commodities exported by the lending nations rise s0 
much that its total purchasing power (excluding the transferred amount) in- 
creases in relation to the purchasing power (including the transferred amount) 
of the borrowing country. 

4. The last proposition (c) raises an interesting theoretical question. Our 
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analyses shows that the real income of the lending country will increase in conse- 
quence of a loan transaction only if the slope of the market demand curve for its 
exports (with the signs taken in consideration) happens to be smaller than the 
slope of the corresponding negatively inclined supply curve. 

Thus in the standard case of a negatively inclined demand and positively in- 
clined supply curve the possibility of the forementioned reaction is excluded. On 
the other hand such effect appears to be inescapable in those cases in which both 
curves are negatively inclined, but the demand curve has a steeper slope than the 
supply curve. According to Marshall the equilibrium situation indicated by the 
crosspoint of such curves is a stable one; which means that it actually can occur. 
Pareto on the contrary maintains that a negatively inclined curve can lead to a 
stable market equilibrium only if it cuts the corresponding demand curve from 
above. 

Thus if the Marshallian stability conditions were accepted, an international 
loan will increase the real income of the lender whenever the market equilibrium 
is established with negatively inclined supply curves. According to Pareto, on the 


other hand, the equilibrium conditions leading to the described effect would be 
essentially unstable. 


IV. The Probability Argument 


1. Once the possibility of all these different types of reactions is theoretically 
established, the discussion very often tends to shift to the question of probability. 
Infrequently the opinion is being expressed, for example, that although theoreti- 
cally the terms trade might turn in either direction it is more probable that they 
will shift in favor of the borrowing country. 

The general nature of this type of probability argument is too intricate and 
uncertain to be discussed at the present occasion. In some instances, however, such 
statements appear to be based upon certain theoretical propositions which deserve 
closer examination. 

2. One argument is connected with the concept of similarity and dissimilarity 
of the economic structures of the trading nations. The term similarity has to be 
used in this connection in the sense of reciprocal symmetry rather than identity. 
If cloth occupies in the English economy exactly the same position as wine in the 
Portuguese economy while cloth has exactly the same position in Portugal as wine 
in England then it can be said that England and Portugal have reciprocally similar 
economic structures. 

Theoretical analysis shows that introduction of conditions of reciprocal simi- 
larity does not modify in the slightest degree our previous conclusions. 

None of the possible direction of various changes can be theoretically excluded 
on the basis of this additional assumption. 

3. The actual character of such reactions will in this case be obviously deter- 
mined by the (symmetrically similar) structure of the two national economies. 


Application of any probability criteria becomes in this instance increasingly diff- 
cult. 


In view of the current discussion of this problem it might be interesting to 
point out that: 


(2) In the simple two-commodities case and with assumption of independ- 
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ence of the marginal utilities of the two types of commodities the terms of trade 
will turn in favor of the borrowing country, if the marginal utility of exported 
goods decreases at the equilibrium point at a greater rate than the marginal utility 
of the imported goods, and vice versa. Neither the cost conditions nor the dis. 
tribution of the total national expenditures between the two types of commodi- 
ties has any bearing upon this particular conclusion. 

(b) Introduction of purely domestic commodities does not create any presump- 
tion in favor of one particular direction of change even if the export and import 
commodities are assumed to be identical so far as the rates of change of their 
marginal utilities is concerned. 
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ROUND TABLE ON COLLECTIVE BARGAINING AND JOB SECURITY 


GEORGE W. TayLor, Chairman 


The following papers were presented at this round table: ‘The Seniority 
Problem in Mass Production Industries,” by Frederick H. Harbison; ‘Union 
Policies Relating to Technological Developments,” by David Weintraub and 
Harry Ober; and “Union Wage and Hour Policies and Employment,” by Waldo 
E. Fisher. The abstracts presented below were prepared by the authors. 


FREDERICK H. HARBISON: Labor unions, particularly those that have appeared 
in the mass production industries, have attempted to secure partial control over 
layoff, re-employment, and promotion policies by forcing employers to adhere 
to the seniority principle. Seniority is preference in employment based on length 
of service. In practice, seniority rights are modified by various competency and 
merit factors. The straight seniority clauses in labor agreements provide that 
length of service shall govern as long as the employees who are to be retained, 
rehired, or promoted are capable of performing available work according to 
minimum standards of quality and quantity. The flexible provisions, on the other 
hand, state that seniority shall govern only when the merit or competency factors 
are relatively equal. 

Even under the best personnel management it is probably impossible to rate 
workers with sufficient accuracy to identify more than 15 per cent of any large 
group as distinctly superior or to identify more than 15 per cent of such a group 
as distinctly inferior. The less the precision in determining relative competencies 
of workers the more dominant the seniority principle may become. In practice, 
therefore, length of service is given major emphasis in determining layoffs and 
promotions even under the flexible type agreements. 

The possible effects of the more widespread use of the seniority principle in 
employment relations in the mass production industries may be outlined briefly. 
First, one consequence of basing employment preference on length of service is 
an older working force. Senior employees will have job security at the expense of 
short-service workers who must bear the brunt of unemployment in periods of 
depression. Second, the continued application of the seniority principle may re- 
sult in stagnation and consequent impaired efficiency of the working force. 
Third, the more competent workers may be discriminated against by any system 
that causes them to wait their turn for advancement on the basis of length of 
service. These arguments, however, are valid only if management has been and 
will be perfectly capable of determining relative competency among workers. To 
the degree that seniority displaces a haphazard and biased method of selecting 
workers for layoff and promotion, however, the efficiency of the working force as a 
whole may be increased rather than decreased. Furthermore, the longer experience, 
greater loyalty, and lower turnover of an older working force may offset the ad- 
vantage of a more vigorous, yet less stable, group of employees. Indirectly, more- 
over, the imposition of seniority gives employers an inducement to establish higher 
work standards, to select new employees with greater care, and to train and main- 
‘ain a working force with flexible skills and experience. 
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The danger of impaired efficiency comes not from a general application of the 
seniority principle but rather from the rigid enforcement of seniority in every 
individual case. Optimum efficiency might be maintained if a small minority of 
exceptional employees could be retained or promoted without regard to seniority, 
The difficulty lies not in the over-all recognition of the seniority principle, but 
rather in its too strict application in special cases. 

Looking at the labor market as a whole a more general application of seniority 
may be beneficial. A seniority system tends to give permanent employment to 
older, long-service workers, and to create a “labor reserve’ of more mobile younger 
workers. Yet the existence of an older working force puts a premium on hiring 
younger workers when new hiring is necessary. Thus, in general, the demand for 
new workers is focused upon the labor reserve of younger men, a condition which 
may, perhaps, facilitate the adjustment of supply and demand for new labor. 

To a union struggling for complete recognition, control over layoff policies is 
important both as an organizing issue and as a protection from discrimination 
against union members. In the determination of merit or competency management 
has wide discretion over which a union can exert very little control. It is natural, 
therefore, that organized labor should attempt to limit management's control by 
forcing adherence to a clear-cut and definite formula based on length of service. 
In large measure the demand for rigid application of seniority is a defensive 
device which is of particular importance to unions whose recognition status is 
insecure, 

Because of the difficulty of applying seniority by plants, departments, or occu- 
pational groups in such a manner as to satisfy the majority of workers, there are 
many indications that too rigid adherence to seniority is as troublesome to some 
union leaders as it is distasteful to management. Although attempts have been 
made to combine plant, department, and job seniority, no rigid system can be 
devised which will not discriminate in one way or another against particular 
groups of workmen. It is not surprising, therefore, that many unions have favored 
complete work-sharing instead of layoffs by seniority. It is significant, moreover, 
that several union officers have declared that there would be no necessity for rigid 
seniority rules in mass production industries under a preferential or union shop. 

It is quite possible that the restrictions of rigid seniority might be largely 
alleviated through more complete acceptance of unions and joint determination 
of competency by union and management representatives. Some employers, who 
have signed labor agreements, are still combating outside labor unions. Many 
companies, furthermore, are developing merit or ability rating programs in 
order to implement what they think of as management prerogatives of deter 
mining competency without interference from union leaders. Both policies, i 
appears, are bound to force the unions to demand more rigid application 0: 
seniority to limit management's control over layoffs and promotions. When : 

struggling union is obliged to constantly demonstrate its value by offering job 
conscious workers greater security, it cannot ask its members to rely on manage: 
ment discretion of relative competencies of employees. If unions ate accorded 
some degree of joint control in judgment of competency, the basis for rigid 
seniority may disappear. On the other hand, the experience of the railroads his 
shown that if rigid seniority rules are once accepted by an employer, they ten¢ 
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to become a permanent feature of employment policy accepted by both sides in 
spite of the fact that more co-operative relations between management and the 
union may have developed in the meantime. The great danger of seniority rules, 
which have been developed as a defense measure to meet an organization problem, 
is that in their application they tend to become more detailed and all-inclusive, 
for workers learn to look upon seniority rights as vested interests. In the end, 
therefore, neither management nor the union has control of employment policies, 
for such policies become dependent on a law or formula rather than on the process 
of collective bargaining. 


Davin WEINTRAUB and HARRY OBER: Changes in industrial processes in- 
volve changes in the organization of the labor force. Whether the result of 
mechanical innovations or managerial improvements, such changes may decrease 
or increase the size of the labor force required, or alter its composition, or change 
the conditions under which it works. In any case they affect the relationships in 
which the individual worker stands to his job in terms of tenure, skill required, 
work loads, wage rates, and other conditions of work. 

In the course of our modern industrial development attention to the problems 
created by technological changes was first attracted as a result of the direct dis- 
placement of skilled workers by machines. Mechanization of manual skilled 
occupations has, however, in most instances been only the forerunner of a whole 
series of minor technological innovations as, for example, improvements in de- 
signs and speeds of machines, a higher degree of automatization, and minor, day- 
to-day improvements in operations. In a less dramatic form, these changes con- 
tinued to do away with some operations, to make others automatic, to combine 
groups of operations, and to separate skilled and unskilled manipulations so that 
the latter could be transferred to new and specialized occupations. The cumulative 
effects of such minor improvements have, over a period of time, frequently out- 
weighed the more revolutionary changes in their direct impact on skills and occu- 
pational requirements. Moreover, with the extension of mass-production methods 
to an ever wider portion of industry and the trend toward mechanization and 
automatization of handling and conveying operations, the security of the un- 
skilled, too, has been becoming more precarious. Although, in general, changes in 
which the production process is completely converted from manual operations to 
machine methods are becoming less and less frequent, opportunities for further 
technological improvements have become more extensive rather than restricted; 
and the modification of skills and occupational requirements has been taking place 
in a broader field. 

The impact of technological changes on the volume and character of labor 
required is, however, not always direct and immediate. For example, industrial 
relocation following from technological change sometimes takes the form of 
new, highly efficient plants in new communities, and the creation of an excess 
‘apacity, which, through competitive pressure in the market as a whole, produces 
unemployment and shutdowns in the old communities. 

3 Trade unions are increasingly recognizing that modern industrial conditions 
“0 not permit the separation of problems concerning displacement by techno- 
logical changes from the problems of wage rates, work loads, speed of operation, 
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job tenure, and all other conditions of work; and that these questions, in tum, 
cannot be dealt with effectively on the basis of individual plants or operations but 
must be approached in terms of the general economic context of each industry, 
Depending, therefore, upon the nature of the bargain that trade unions have 
been able to make in specific instances, their policies toward technological changes 
have varied all the way from opposition to changes to acceptance and co-operation 
with management in their introduction. 

Once labor standards have been established, trade unions not only try to main- 
tain and improve them but of necessity must guard against any influence which 
tends to obscure them, since such influences facilitate the deterioration of stand- 
ards and their eventual collapse. Technological changes have constituted such an 
influence, especially the unspectacular and seemingly unimportant modifications of 
tasks which, cumulatively, can have considerable effects on work loads, earnings, 
and other conditions of work. In order to meet these changing conditions, a 
number of specific union policies have grown up; e.g., those dealing with union 
jurisdiction over and placing of personnel in new or changed occupations, rates 
of pay in new occupations or on modified operations, work loads, transfer of 
workers affected to other jobs, retraining, regulation of the rate of introduction of 
technological changes, modification of hiring policies, selection of individuals 
whose work status is to be changed, and dismissal compensation. 

These union measures are indicative of at least two things: first, a general 
tendency to develop, without opposing change as a policy, an ever wider range 
of measures that provide a basis for negotiations, and, second, an increasing 
application of general trade union policies to problems that arise from tech- 
nological changes, as the relationship of such changes to the general question 
of job and income security gains recognition. 

The adoption of measures for counteracting the insecurity incident to techno- 
logical changes usually involves either a direct expense or a deferment of the 
realization of economies made possible by changes in techniques of production. 
Trade unions have generally recognized this, but they have argued that because 
technological changes afford economies to the employers who introduce them, 
the workers employed in the industries affected by such changes should share in 
the benefits derived from such economies. 

The effects of technological changes are usually not confined to individual 
plants, and the success with which organized workers have been able to maintain 
and improve their working conditions has depended to a large extent on whether 
or not they have been able to establish and maintain fairly uniform labor standards 
over the entire area of the “competitive market.” By the introduction and main- 
tenance of approximately uniform labor standards on an industry-wide basis, ot on 
the basis of that segment of an industry which operates in the same competitive 
market, collective bargaining performs a dual function: it makes possible the 
adoption of measures designed to counteract the insecurities which result from 
teachnological changes and, by removing labor standards from the field of com- 
petition, it aids in the stabilization of operations in industry. The need for the 
performance of the first function has been more and more frequently recognized 
by private and public mediation and arbitration agencies in the reasoning under- 


as 
t 
SU 
P 
CO 
n 
a 
fis 
St 
j0 
an 
5( 
va 
wt 
W 
du 
re 
an 
fa 
av 
av 
av 
mé 
19 
ab 
pa 
in 
we 
wa 
pe 
Tor 


in 


Round Table on Collective Bargaining and Job Security 227 


lying specific awards. The second function, too, has been increasingly appreciated 
as industry after industry has found labor’s co-operation in the removal of differ- 


ences in conditions of employment from the sphere of competition to be an aid 
to industrial stabilization. 


Wa.po E. FIsHER:1 There is no one wage and hour policy to which all unions 
subscribe. As a rule unions like most employers sell their product at the best 
price and under the best conditions that they can obtain. What price unions can 
command depends upon many factors, important among which are the profitable- 
ness of the industry, the bargaining power of the union, the degree of competition 
and overdevelopment, and general business conditions. 

That wage and hour levels and policies differ widely is shown by the following 
figures. In 71 of the manufacturing industries reporting to the Bureau of Labor 
Statistics increases in hourly earnings ranged from 20 per cent (in book and 
job printing and publishing) to 105 per cent (in sawmills) between May, 1933, 
and May, 1939. About 48 per cent of these 71 industries showed increases of 
50 per cent or more, 

In the same period average actual hours of work per week also show wide 
variations. About 38 per cent of the 71 industries show increases in hours per 
week, but nearly all of these are durable goods industries whose output in 1933 
was probably more restricted in the depression than was the output of non- 
durable goods industries. In the remaining 62 per cent of the industries the 
reduction in weekly hours ranged from 1 to 33 per cent. Of these 44 industries, 


22 showed reductions of less than 10 per cent, 15 between 10 and 20 per cent, 
and 6 between 20 and 30 per cent. 

Between May, 1933, and May, 1939, average hourly earnings for 87 manu- 
facturing industries reporting to the Bureau of Labor Statistics showed an 
average increase of about 53 per cent, and weekly hours of work showed an 
average reduction of about 7 per cent. Comparable figures for 1929 are not 
available, Data published by the National Industrial Conference Board for 25 
manufacturing industries, however, show that between May, 1929, and May, 
1939, hourly earnings increased by about 22 per cent and weekly hours decreased 
about 25 per cent. 

What may happen when hours of work are sharply curtailed and the rates of 
pay are substantially increased is disclosed by a recent study of developments 
in the bituminous coal industry.? In April, 1934, daily hours in this industry 
were reduced from 8 to 7 and weekly hours from 40 to 35. At the same time 
wages were increased by about 22 per cent. The immediate effects (within a 
period of nine to twelve months) were as follows: 

1. Increases in all major cost items, but especially in labor costs (18.5 per 
cent), selling expenses (19.6 per cent), supplies (12.6 per cent), and total 
reported costs (14.5 per cent). 


2. Increases in average sales income per ton (18.3 per cent) that were greater 


‘Paper on “Union Wage and Hour Policies and Employment,” to be published in the 
June issue of the American Economic Review. 

‘See Waldo E. Fisher, Economic Consequences of the Seven-Hour Day and Wages 
Changes in the Bituminous Coal Industry (University of Pennsylvania Press, 1939). 
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than those required to absorb the additions to the total cost (14.5 per cent) 

3. Increases in operators’ margins that placed all but three of the reporting 
fields east of the Mississippi River in a better financial position. The average 
margin rose from about 4 cents a ton to about 11 cents, an increase of 7 
cents a ton. 

4. A material reduction in output per man per day, a reduction of about 10 
per cent below the 1934 productivity. 

5. A substantial increase (about 8 per cent) in man-days worked per million 
tons of coal mined. 

6. A substantial increase (about 15 per cent) in the per capita income of 
full-time wage earners per 200-days worked. 

7. A very material increase (about 35 per cent) in the total wage bill per 
million tons mined. 

The economic consequences of the 1934 agreement (plus later wage increases) 
over a period of three years, 1935 to 1937 inclusive, may be summarized as 
follows: 

1. A sharp increase in the introduction of mechanical loading devices. The 
proportion of deep mined coal that was loaded mechanically increased from 
about 12 per cent in 1933 to about 20 per cent in 1937, an increase of 
about 64 per cent. It is impossible, however, to say just how much of this 
increase was due exclusively to the wage and hour changes. 

2. A steady increase in the output per man per day, from 4.30 tons in the 
twelve months after March, 1934, to 4.69 tons in the year 1937. 

3. A loss in most of the gains in employment as measured by man-days per 
million tons produced. Although this indicator rose 8 per cent in 1934, it 
subsequently declined until in 1937 it was only about 114 per cent above 
1933. 

4. Further material increases in both per capita income of full-time wage 
earners per 200-days worked (in 1937 about 36 per cent above 1933) and 
in the total wage bill per million tons of coal produced (in 1937 about 
46 per cent above 1933). 

A comparison of developments in this industry between February-March, 1937, 
and February-March, 1929, disclosed that although production during these 
months in 1937 was about 7 per cent above the production in comparable 
months in 1929 and hourly earnings of all wage earners were about 20 pet 
cent higher, money pay rolls were still 11 per cent below and real pay rolls 
only 5.5 per cent higher. 

It is disturbing to discover that despite a reduction in standard daily hours 
from 8 to 7 and weekly hours from 48 to 35, the number of wage earners 
employed by the bituminous coal industry was still 1.2 per cent below correspond: 
ing months in 1929. Thus a 20 per cent increase in hourly earnings was accom- 
panied by a loss of 11 per cent in money pay rolls, but, because cost of living 
did not rise proportionately, a 5.5 per cent increase in real pay rolls. Moreover, 
a 16 per cent decrease in weekly hours of work failed to maintain a level of 

*It should be noted that the increase in sales income was made possible by the power 
granted to the NRA Code Authority to regulate prices under the supervision of the federal 
government. 
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employment equal to that in 1929 when production was about 7 per cent below 
its 1937 level. 

What does a comparison of employment and pay roll data for 25 manufac- 
turing industries show? Between October, 1929, and October, 1939 (when 
production was 2 per cent greater), hourly earnings increased about 22 per cent, 
nominal pay rolls declined about 10 per cent, while real pay rolls increased by 
about 8.5 per cent. Hours per week declined about 21 per cent and the number 
of wage earners on manufacturing pay rolls declined about 4 per cent. 

We see, then, notwithstanding very substantial increases in hourly earnings, 
that the average nominal pay rolls in 87 manufacturing industries as well as 
bituminous coal are still below while real pay rolls are from 6 to 8 per cent 
higher than their respective levels in 1929. Moreover, despite substantial reduc- 
tions in weekly hours, the number of wage earners at work in these industries 
is slightly less than the number employed in 1929. Do these represent the 
accomplishments of almost seven years of feverish activity on the part of 
organized labor and the federal government to increase purchasing power by 
raising the price of labor and to increase employment by shortening the hours 
of work? This limited analysis does not give a completely satisfying appraisal 
of union wage and hour policies but it does suggest that overemphasis on shorter 
hours and higher wage rates may not be the way to raise the standards of living 
of wage earners in American industries. 

Those responsible for wage and hour levels may well give serious thought 
to two sets of data recently published in the Economist (London) : Between 1929 
and 1938 the hourly earnings of American workers (National Industrial Con- 
ference Board data) increased 23 per cent but pay rolls fell by 18.5 per cent 
(presumably the figures for manufacturing industries). During the same period 
wage rates in Great Britain rose less than a third of the American increase, but 
British pay rolls increased by 20 per cent and that in the country with the more 
“mature” economy. While a cause and effect relationship has not been established 
with respect to the developments shown by these two sets of figures, the data are 


sufficiently disturbing to warrant a careful scrutiny of recent wage and hour 
policies. 
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ROUND TABLE ON BANKING REFORM THROUGH 
SUPERVISORY STANDARDS 


LEONARD L. WATKINS, Chairman 


In this round table two papers were presented: Homer Jones, “A General 
Appraisal of Present Rules and Procedures, 1929-39"; Roland I. Robinson, 
“Appropriate Objectives and Functions of Supervisory Standards.” In the formal 
discussion of the papers, Cyril Upham emphasized loan standards, Robert G. 
Rodkey commented on investment regulations, Laurence R. Lunden emphasized 
the state banking viewpoint, and Lawrence H. Seltzer commented on investments 
with respect to United States bonds. Others participated from the floor. The 
following summaries were prepared by the participants: 


HOMER JONES: There are no codified uniform statements of the rules and 
procedures of bank supervision. Their appraisal depends upon learning some- 
thing of these rules from their very limited legal basis, from the traditions of 
the supervisory agencies, and from observation of supervisory operations over 
a period of time. 

The rules of most interest for our present purposes are: 

1. The requirement for recapitalization, reorganization, or closing of any 
bank whose assets are found to have a value less than the amount of the liabilities 
(one definition of insolvency), or less than the amount of the liabilities plus 
the par capital (capital impairment). The outline of this rule has been in the 
National Banking Act since 1873. 

2. The requirement for banks to acquire and hold relatively riskless assets. 

3. Liquidity requirements (other than reserve requirements). 

4. The requirement for a “reasonable” capital ratio. 

5. The control over the number of operating banks. 

Whatever may be the virtue of these various rules, it was desirable that during 
the 1930-33 period their application be held in abeyance. As the industrial 
depression developed, both rural and urban banks were victims, not primarily 
of their own mistakes, but rather of the general deterioration in economic activity. 
Banks as a group previously were in a hazardous condition only in the sense that 
the banks of any fractional reserve system must inevitably be vulnerable. Once 
caught in the spiral of deflation individual banks and bankers could do nothing 
either to limit the deflation or to save themselves. Anything which they did do to 
improve their position only intensified the deflation and ruined other banks. 
During such a period no bank should be permitted to close except when abso- 
lutely necessary to prevent gross self-dealing by the bank management. During 
depression periods, demand deposit banks should be supplied without limit with 
whatever cash is needed to meet the demands of their depositors. As a general 
rule, any supervisory pressure during depression for increase of bank capital, 
disposal of risky assets, or increase of the proportion of liquid or shiftable assets 
is undesirable. 

The supervisors did not formally set aside these rules during the 1930-33 
period and indeed enforced them to a considerable degree, thereby contributing 
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substantially to the intensity of the depression and to the banking collapse. 
Although they never renounced the major rules, the supervisors did relax some 
of the subsidiary procedures. Most notably, market price was largely abandoned 
as the criterion for bond valuation beginning in 1931. In the absence of rec- 
ognizing the desirability of abandoning the procedures for which valuations are 
made, this was a desirable step. Government responsibility for the closing of 
banks in the 1930-33 period stems from two factors: failure to supply adequate 
cash to the banks and continued application of the traditional rules of supervi- 
sion. The relative responsibility of these two factors cannot be assessed. 

After the banking holiday, recovery was impeded by forcing some of the banks 
to remain closed, by reorganization, by recapitalization, and by readoption of 
market price as a criterion of value. Through purchases of bank stock by the 
Reconstruction Finance Corporation the government limited risk to one of its 
instrumentalities, the Federal Deposit Insurance Corporation, by increasing risk 
to another instrumentality, the Reconstruction Finance Corporation. The logic 
which supports minimum requirements for private bank capital does not support 
government subscription to the capital of banks. 

Two aspects of bank supervision have been of chief interest since the reor- 
ganization period after the holiday. Allegations have been made that the influence 
of bank supervisors has helped to retard the extension of bank credit and conse- 
quently the recovery process. The allegations have no doubt been correct, but 
the degree of importance of this factor is difficult to measure. These criticisms 
of bank supervision have resulted in agreements by supervisory officials not to 
inhibit banks from making loans simply because the date of repayment is 
indeterminate or distant. The controversy was also probably responsible for the 
regulation permitting banks to invest in nonmarketable securities with the pro- 
vision that they must be on an amortization basis. 

Similar pressures led to provisions for government loans to business by the 
Federal reserve banks and the Reconstruction Finance Corporation. There appar- 
ently has been a general presumption that these direct loans to business could 
be of a different type or of a lower quality than the supervisors would permit 
to be made by the commercial banks. If this is the case the validity of such 
government policy is subject to question. With deposit insurance operating in 
the manner which has characterized it during the past six years and which will 
probably characterize it in the future,’ the chief purpose of government super- 
vision and examination of banks seems to be to prevent undue risk from falling 
upon the government and its agencies. But if this is true, why should super- 
visors prevent banks from making loans of a high degree of risk merely because 
a residuum of that risk would fall upon the government, while other federal 
agencies stand ready to make directly loans involving such a high degree of 
tisk? In the absence of any conclusive evidence to the contrary there is a pre- 
sumption that the minimum government standards for bank loans and the 
minimum standards for direct government loans should be identical. 


For a brief argument that the depositors in insured banks “have what is, in effect, 100 
Per cent insurance at the present time,” see Economic Journal, Vol. 48, December, 1938, 


I "4 See also the 1938 Annual Report of the Federal Deposit Insurance Corporation, 
Pp. 11, 12. 
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In 1938 the supervisors agreed to value high-grade bonds held by banks at 
cost less premium amortization rather than at market price. Whether this rule 
will endure is problematical, since it is endangered by the propensity of super- 
visors to use market value as a special case for banks they consider weak and to 
adopt market price for all bonds in all banks when the market has surged upward. 

Bank supervision can desirably play but a minor role in the field of social 
control of business. Bank examination and supervision are necessitated by the 
nature of the banking structure of the country, but they do not appear to be 
either useful or necessary for monetary or investment control unless incidental 
to some broader radical program of a type not currently the accepted program of 
the country. The lending powers acquired by the Federal reserve system since 
the 1930-33 period should enable that organization to operate in any future crisis 
along lines here indicated. The bank supervisory agencies in the future should 
desist from certain practices in times of depression, endeavoring rather to 
requite banks to confine their loans and investments in times of prosperity to 
those involving no more than a reasonable degree of risk, and to increase bank 
capital sufficiently during such periods to withstand any probable losses. 


ROLAND I. RoBINSON: Bank examiners apparently can influence the quality 
of bank loans and investments and the practices in acquiring, handling, and col- 
lecting such assets. They apparently can also influence the extent to which banks 
keep liquid. In other words, examiners’ influence is not confined to the quality 
and character of bank earning assets—it also extends to the total quantity of 
credit outstanding. Since most instruments of credit policy work through the 
quantity of credit outstanding, supervision is in some measure related to credit 
policy. 

According to some views supervision may accomplish most of the objectives 
of credit policy. The traditional commercial loan theory is that bank assets 
should consist of loans based on productive or distributive transactions. According 
to this theory commercial loans have an inherently short-term and self-liquidating 
character which makes them an appropriate backing for demand deposits. In 
addition, the volume of loans created for commercial purposes cannot create a 
body of deposit credit in excess of the requirements of production and distribu- 
tion. In other words, these loans are not only self-liquidating, they are self- 
limiting. The supervisory limitation of bank assets to self-liquidating loans, 
therefore, would accomplish most of the objectives of credit policy. The only 
exception is that credit policy, according to this theory, should not let reserve 
influences such as gold movements hamper proper “commercial” loan extension. 
This theory, however, is based on incomplete logic and in practice is faulty. While 
plausible in so far as the individual loan or the individual bank is concerned, 
it fails to recognize that liquidation of any substantial part of bank loans would 
be almost impossible and if banks generally attempted to liquidate their assets 
disastrous results would follow. Furthermore, loans that are expected to be self- 
liquidating are not always without risk, The commercial character of a loan 
does not eliminate risk. It reduces somewhat the chances of miscalculation because 
of the relative shortness of the time between the granting of the loan and its 
maturity date, and because some productive operation is supposed to be set 


in 
fe 
atl 
re 
a du 
ae) 
di 
str 
fe: 
A Ali 
ge 
VI 
¥ we 
on 
res 
O 
ne} 
the 
in 
bar 
of 
ne 
COr 
rec 
nec 
bar 
4 
Se 
to 
to 
tha 
CU 
ma 
2 + 
}us 
1 
10a 
re 
( 


Round Table on Banking Reform through Supervisory Standards 233 


in motion by the loan, which, if prices and markets remain relatively stable, will 
result in the accumulation of the funds needed to repay it. 

In addition, the self-limiting feature of these loans, while having a very 

attractive automatic quality, offers no security that both money supply and liquidity 
requirements will be met satisfactorily but not excessively. Loans based on pro- 
ductive or distributive transactions are self-limiting for given price levels. If 
for any reason, however, the prices of commodities which are produced and 
distributed to a large extent by bank credit assume a new alignment in the price 
structure, the amount of bank credit which may be generated may bear a new 
relation to money and liquidity requirements. By the same token this self-limiting 
feature is no guarantee that bank credit can restrict some particular price move- 
ment since such a movement, once started, can feed upon the credit it itself 
generates. 
Rejection of the commercial loan theory, however, does not deny that super- 
vision may have an important bearing on the way in which credit instruments 
work. Supervisory and credit policy certainly may obstruct the fulfillment of each 
others’ aims. Examiners can urge an increase of liquidity on banks generally but 
only some of them can achieve it. Individual banks cannot directly increase bank 
reserves except as the reserve authorities are willing to permit them to do so. 
On the other hand, an easy money policy of the credit agencies may have 
negligible effect if the supervisory agencies successfully encourage banks to hold 
the additional reserves they receive uninvested. The two kinds of policies framed 
in conflict may neutralize one another. 

Supervisory and credit policy are related in still other ways. The examination, 
bank by bank, of credit standards and practices may fail to disclose the existence 
of an unstable debt structure. For example, individual banks may follow unim- 
peachable practices and standards in making real estate loans, allowing only a 
conservative loan in relation to appraised value and following all of the 
recommended practices in connection with such loans. This, however, will not 
necessarily guard against the aggregation of a volume of real estate debt which 
at a later time may overburden and disorder the price market for real estate. 

Some kinds of credit extensions involve very little hazard of loss for individual 
banks but in the aggregate these credit extensions may be unwise, even dangerous. 
Security loans sometimes fall within this category. Although these loans have 
involved no unusual credit risks for the banks that have made them, they appear 
to have stimulated security speculation in some periods. Although the objection 
to security speculation on credit may not be validly advanced on the grounds 
that it “absorbs” bank credit (this contention has been debated very fully in 
recent economic literature and in general denied) , there are other objections which 
may be raised against security speculation. One of the most important is that 
it almost always runs to excesses—goes further than real economic changes 
justify—and that its excesses produce excessively optimistic or pessimistic waves 
of business sentiment. Business policy may be moved too much by the levels of 
stock prices. Regulation, such as that of the Board of Governors over security 
loans, offers some hope of bringing the movements of stock prices stimulated by 
credit within reasonable limits. 


Commodity speculation also seems to have some undesirable characteristics 
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which might be reduced by regulation of the credit supply upon which the specu- 
lation depends. 

Banking supervision has the precise and local character which would make it 
appropriate for the dampening of speculative developments if they fed on bank 
credit. It could be aimed at the precise point in the economy in which there 
is such a development. Credit policy usually operates through instruments s0 
broad that they affect al! segments of the business community without distinction, 
Speculation, which can develop very locally in one place or in one market might 
be rather unaffected by the broad application of the traditional instruments of 
credit policy while the rest of the economy was suffering a quite senseless 
restriction. 

It would seem, however, that although supervision might be used appropriately 
in a very select and specific way to accomplish some of the objectives ordinarily 
identified with credit policy, it does not displace such policy. When an inflationary 
development in the whole economy becomes evident, when prices generally are 
rising and inventories increasing, supervision would be a slow and uncertain 
instrument of restriction compared to the instruments of credit policy such as 
reducing available bank reserves or increasing their cost. Supervision does not 
appear to be appropriate for such circumstances. When expansion needs to be 
encouraged, supervision might help but the whole process cannot proceed without 
additional reserves. 


Cyrit B. UPHAM: I am in accord with Mr. Robinson when he says that “there 
is more than a doubt as to the ability of any credit or supervisory agency to 
formulate plans comprehending the whole economy”; and I am in accord with 
Mr. Jones when he says that “‘bank supervision can desirably play but a minor 
role in the field of social control of business.’’? 

Mr. Robinson seems to have a higher degree of respect for solvency than 
Mr. Jones has. He states that it is a “matter of public concern,” and again that 
there is ‘‘no dispute about the propriety of solvency and liquidity as objectives 
of supervisory policies.’ I infer that Mr. Jones thinks it is of little importance 
whether a bank is solvent or not. Each gives a sort of grudging endorsement to 
examination and supervision of banks. Mr. Jones says that they are “necessitated 
by the nature of the banking structure of the country,” while Mr. Robinson 
says that “public regulation of banking... . is an accepted part of our system.” 

Mr. Robinson tells us that to establish a supervisory standard for the regula- 
tion of bank assets is simply to answer the question: “What is an appropriate 
bank asset ?”’ He dismisses self-liquidity as an appropriate standard because, he 
says, “traditional commercial banking” can never be revived and because the 
general liquidation of bank loans would be a national calamity. I have two 
comments as to that. One is to the effect that because bank assets cannot consist 
wholly of loans based on productive or distributive transactions, it does not 
follow that those assets which are of that character should not be sound and 
self-liquidating. The other is that national calamity has also resulted from the 
failure of banks to adhere to the principle of self-liquidation as closely as they 
should. 


* These and other quotations are from the main papers under discussion. 
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Supervisory standards are not something which the supervisors have spun out 
of pure theory of what they regard as good for banks, but are merely the com- 
mon law codification of the standards which good banks have recognized and 
imposed upon themselves down through the years. 

| wonder what poor banker convinced Mr. Robinson that ‘banking losses have 
not been so much the fault of management as of economic instability,” and Mr. 
Jones that “banks are not primarily the victims of their own mistakes but of 
general deterioration in economic activity.’’ Those are the perennial excuses of 
the banker who has been a failure at bank management. Good bankers know 
that there is such a thing as economic instability and prepare for it. They know, 
as Mr. Robinson seems also to recognize, that there is no automatic safety 
“except in a stable economy with adequate productiveness.” Until we have 
achieved that stable economy, good bankers and good supervisors will continue 
to require safeguards against insolvency, against illiquidity, and against un- 
soundness. They will continue to keep in mind what Mr. Robinson and Mr. 
Jones seem to esteem of no account—that there are depositors who sometimes 
demand their money. High standards of banking do not create crisis. 

Do not blame bank examiners for the condition of the banks or the absence 
of present-day protections for depositors. Bank examiners do not buy the bonds 
and do not make the loans. They are only in the banks a few days each year. 
There is no excuse for bank examiners or supervisors taking over the manage- 
ment of the banks. But they can, and I hope and believe do, help bankers to 
run better institutions than would otherwise be the case. 

I am alarmed to hear Mr. Jones say that the chief purpose of government 
supervision, now that we have the FDIC, is to prevent undue risk from falling 
on the government and its agencies, and again that the primary function of 
government supervision is to keep within reasonable bounds the risk borne by 
the federal government. If the existence of the FDIC is to be an excuse and an 
encouragement for unsound and illiquid bank assets and less careful bank man- 
agement, as many of the state insurance systems were, it will be a sorry day for 
all of us. There are some large banks with a very small percentage of deposits 
insured. Should they not be supervised? And where does Mr. Jones’ theory leave 
us so far as bank examination and supervision by state officials is concerned ? 
Can the state departments be justified at all if protection of the federal govern- 
ment is their only function? No, the strength of the FDIC has been its record 
of insistence upon the maintenance of sound banking principles. The Chairman, 
Mr. Crowley, has been outstanding in his support of high standards of bank 
management. Sound banks are not only a protection to depositors but are a 
source of profit to stockholders. And they contribute to general economic wel- 
rare, 

_Banks should be solvent and have adequate capital protection for depositors. 
Their assets should be sound and reasonably liquid. Liquidity may be provided 
by the central banking system or a government agency, but the wise banker will 
provide it for himself. And sound, reasonably liquid banks, with good loans and 
high-grade securities, capable of withstanding depression and loss, contribute 
their full share to the general welfare and the promotion of economic stability. 
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RoBeRT G. RODKEY: Pessimism as to the prospects for banking reform 
through supervisory standards has been expressed here today. I share that 
pessimism with respect to national credit control. But reform of a different kind— 
increased soundness of individual banks—might be achieved through a change 
of emphasis on the part of supervisory agencies. 

The traditional emphasis in bank examinations has been on technical routine 
matters with only incidental attention to general policies. Sound general policies 
are usually accompanied by sound assets, and general policies can be sound only 
if the internal routine arrangements of the bank are such that there is readily 
and automatically available information essential for the determination of sound 
policies and the presence of only sound assets. 

For instance, it is common knowledge among metropolitan bankers that the 
typical country bank fails to maintain adequate credit files. Hard-boiled insistence 
that proper credit files be regularly maintained is the best cure for unsound 
loans. 

Banks have failed to keep pace in their internal arrangement with the changed 
character of their business. They are still set up to make loans, not to buy bonds. 
Nobody knows whether bonds will continue to comprise as large a portion of 
earning assets as they do today, but there seems good reason for believing that 
the present situation is not merely temporary. Yet in large numbers of small 
banks bond files are entirely lacking. This means that far too many banks buy 
corporate and municipal issues without careful analysis of their intrinsic merits. 
If the supervisory authorities were to insist upon the building up of adequate 
bond files hundreds of small banks would find it necessary to add to their 
personnel competent bond analysts and their bond lists might be expected to 
improve materially over a period of years. 

The utilization of bond profits is one matter of general policy upon which 
supervisory authorities have agreed upon a standard ruling, which reads as 
follows: ‘Until losses have been written off and adequate reserves established 
the use of profits from the sale of securities for any other purpose will not be 
approved.” 

Passing over difficulties inherent in defining the term adequate this ruling 
does not prevent the transfer of such profits to the undivided profits account. 
But once in this account they become mingled with operating profits and in 
later years cannot be distinguished therefrom. This leaves open the possibility 
of payment of dividends out of bond profits of preceding years. 

Neither does this ruling prevent the transfer of such profits to a reserve for 
the retirement of preferred stock, and the eventual retirement of preferred stock 
out of bond profits of the past. Many banks whose capital-deposit ratios are not 
unsatisfactory have done this, and are thus less able to withstand heavy bond 
losses in the future. It is suggested, therefore, that the following rule be substi- 
tuted: All profits from the sale of securities shall be transferred to a bond te- 
serve account, which reserve shall be used exclusively as an account against which 
realized losses on securities may be charged. 

Nobody can know whether in the future we shall have a drastic decline in the 
general level of bond prices. The setting aside and retention in available form 
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of all realized bond profits is only one avenue of defense, but it is an avenue 
which supervisors should insist be followed. 


LAURENCE R. LUNDEN: Nullification of credit policy may arise from the 
differences in the objectives sought by those who formulate credit policies and 
those who supervise and examine banks. The present system of conflicting 
jurisdictions actually encourages this. As an example, we may assume that authori- 
ties in Washington may decide on an easy money policy designed to encourage 
the extension of credit. This may be the spearhead of an attack on depression 
influences. State bank supervisors, however, are, in the nature of the case, less 
concerned with the broader aspects of credit policy than they are with keeping 
banks under their supervision in a sound and liquid position. The desire of 
state bank supervisors to do this is understandable, and their failure to go 
along with an expansionist program may not necessarily justify the criticism 
that their individual policies are ill-conceived. Thus, it may be argued that con- 
flicting jurisdictions with dissimilar purposes frequently operate to nullify a 
credit’ policy. 

One means of eliminating the abortive influence of supervision on credit 
policy is to bring about a greater degree of consonance between credit policy 
and other major national policies. It is conceivable that a state bank supervisor 
may be forced to take steps which may prove deflationary against his own will 
but which are nevertheless made necessary by national policies that are not 
compatible with the prevailing credit policy. For example, the prevailing credit 
policy is to induce private investment through the maintenance of easy money 
conditions. It must be admitted that from strictly a monetary point of view all 
of the ingredients for successfully promoting private investment are present. 
Bankers, representative of one important section of the supply of funds, are so 
frightened by the implications of certain federal policies, particularly the ones 
with respect to wages and taxes, that they refrain from making investments. If 
the administration’s policy with respect to wages and taxes were designed to 
implement credit policy, expansion would undoubtedly be easier to achieve. 

A typical state bank supervisor is confronted with the dilemma of subscribing 
wholeheartedly to credit policies formulated in Washington and governing his 
supervisory policies accordingly or of relegating credit policy to a position 
secondary to considerations of soundness and liquidity. The dilemma can be 
resolved into a single course of action only if credit policy is made consonant 
with other major national policies or vice versa. A further problem presents 
itself even when this is done. For a credit policy to be completely effective, its 
scope must be so great that it embraces a broad program of national economic 
planning. Whether this constitutes a major objection to attempting a fully im- 
plemented credit policy depends upon the political and economic philosophy 
of the individual. 

Still another requisite for making a credit policy fully effective is to eliminate 
conflicting supervisory jurisdictions. This would involve some radical changes in 
the present banking structure. Whether proponents of making credit policy 
effective and implementing such policy through supervision are prepared to go 
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to these lengths to achieve their goal remains to be seen, but it is hoped that the 
effort will not be made without considering the costs which such an experiment 
might ultimately entail. 

It is conceded that the mere failure to embrace such radical changes as sug- 
gested above might not necessarily condemn efforts toward achieving more effec. 
tive credit control. It can be argued that effective credit control might even be 
achieved by permitting the dual banking system to remain. However, effective 
control would hardly be possible unless membership in the Federal reserve system 
were made mandatory or that supervision by the Federal Deposit Insurance Cor. 
poration were made the means of implementing credit policy. The second 
course seems to be somewhat inconsistent, since the aims of the FDIC can 
conceivably be at variance with the objectives of credit control. Some changes are, 
therefore, necessary even if the dual system of banking is permitted to continue. 

Implicit in Mr. Robinson’s paper is the belief that one important function 
of credit policy is to determine into what channels investment funds might flow 
without having adverse effects on general welfare. It is obvious that the formula- 
tion of credit policy and the determination of the direction of the flow of 
investment funds should emanate from the same source. At the present time, 
however, these two functions seem to be dissociated, at least in one important 
instance. The economic implications of this should be examined. Reference is 
made to the power which has been given to private rating agencies of influencing 
the direction of the flow of that part of investment funds controlled by com- 
mercial banks. 

All supervisory agencies subscribe to a uniform system of investment appraisal. 
The determining factor in so far as the eligibility of a specific issue for bank in- 
vestment is concerned is the alphabetical or numerical label assigned to it by the 
rating agencies. Thus, if private rating agencies agree that the investment outlook 
for a certain class of securities is unfavorable, they can, by lowering ratings be- 
low the minimum level now permitted, effect a virtual economic boycott on such 
a field of investments. Within a comparatively short period of time rating agen- 
cies have reduced ratings on railroad bonds to a point where it is difficult to find 
a railroad obligation that is eligible for bank investment. This has had the 
practical effect of removing banks as a possible source of investment for one of 
the largest industries in the country. On the other hand, rating agencies are 
apparently favorably disposed toward bonds of public utility companies with 
the result that one has to search rather diligently to make up a list of as many as 
a dozen issues of operating companies that are ineligible for bank investment. 
Inevitably, funds will flow into the public utility field with greater facility than 
would be the case without this institutional factor. 

For purposes of this discussion, it is not important whether rating agencies 
have been, or will be, correct in their appraisal of the credit trends of the railroad 
or public utility fields. Neither is it important to discuss the alleged merits ot 
faults of the concept of ratings. The important thing which is emphasized here 
is that rating agencies, without solicitation on their part, have been endowed with 
power to determine into which channels investment funds will flow. Since this ' 
a function to be coupled with the formulation of credit policy, I believe that the 
subject of eligibility requirements relating to investments should be re-examined 
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LAWRENCE H. SELTZER: It is urged by some that the Treasury Department 
could aid the bank regulatory authorities and likewise minimize the risks of 
banks by confining Treasury offerings of securities most largely to short-term 
maturities. Then, in the event of a rise in interest rates, banks would suffer far 
less depreciation in the market value of their portfolios of governments than if 
they held large amounts of long-term issues. 

There are many objections to this view. The Secretary of the Treasury must 
have an adequate regard for the fiscal convenience of the government, which 
would scarcely be furthered by an enormous concentration of short-term ma- 
turities. He must have a due regard for the desires of other than banking in- 
vestors. These, in the aggregate, absorb more governments than do the banks; 
and most of them would not be content with the low yields available on short-term 
issues. The latter is true also of many banks. As a matter of fact, on June 30, 
1939, five eighths of the total of governments held by the insured commercial 
banks consisted of maturities longer than five years. At last week’s average rate, 
a bank could obtain only $7 gross revenue a year from $100,000 invested in 91-day 
Treasury bills. It could obtain no positive interest yield whatever from any 
Treasury note maturing within twenty-seven months; and even a four and a half 
year Treasury note would yield it little more than 14 of 1 per cent interest a year. 

The relative immunity of different maturities to price depreciation in the 
event of higher interest rates should not be abstracted from the actual interest- 
rate structure. Judged by the past, a rise in the general level of interest rates 
would bring about a far greater rise in short-term rates than in longer-term 
rates. When to this consideration is added the substantially greater income avail- 
able on longer-term securities, the question of relative safety becomes one of 
detailed calculation. At the end of December, for example, one could obtain 
about the same income from an investment in the Treasury 2 34’s of 1960-65 
as from an investment four times as great in the Treasury notes maturing in 
September, 1944. Under easily conceivable conditions, the latter investment 
would show a greater price depreciation. 


DONALD S. THOMPSON: A bank examination is concerned primarily with the 
verification and appraisal of assets and the analysis of the capital accounts. The 
accounts of the bank are not audited in the accepted sense of that term unless 
fraud or dishonesty is suspected. 

The discussion this afternoon indicates that when we deal with the value of 
bank loans and securities we are dealing with something of which we know little. 
When a banker makes a loan or buys a security he enters the value thereof on his 
books. It may represent his best judgment but even so it is only judgment, which 
is a polite word for guess. The examiner or appraisor comes along and puts a 
value on the assets. His value is also a guess. Neither the examiner nor the banker 
(or anyone else for that matter) really knows what the value of the asset is until 
the asset is extinguished. Once we recognize that there is nothing sacrosanct about 
guesses we can expect to make some progress in the solution of our problem, 
which is to decide which of the various guesses we wish to believe. It would 
appear to me to be desirable to adopt a system of guessing which while fair and 
objective and reasonably simple of application would at the same time subject us 
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to a minimum of embarrassment resulting from economic instability. Mr. Jones 
has posed a serious question the answer to which must be found if our banking 
system is to continue to function satisfactorily. 


CLARK WARBURTON: I want to give my emphatic endorsement to Mr. 
Upham’s comments on Mr. Jones’ attitude regarding bank examiners’ standards 
of liquidity and solvency. Nevertheless, Mr. Jones was calling attention to a 
major defect in the operation of our monetary and credit institutions during the 
period 1930 to 1932; namely, the rapid contraction in the nation’s circulating 
media and the reflex effect of this contraction upon values and economic condi- 
tions. That contraction, in my opinion, was largely responsible for the intensifica- 
tion of the business depression after 1931, although the basic causes of the de- 
pression lie outside of monetary and banking phenomena. 

On the basis of these two comments, I would like to pose the question for 
future discussion: What changes need to be made in the monetary and banking 
structure, or in the functioning of the monetary and banking system, so that in a 
period of business depression banks and bank examiners can fulfill their duty 
with respect to the maintenance of liquidity and solvency, while at the same time 
avoiding contraction of the circulating media? 


HoMER SPERO: Mr. Jones and Mr. Robinson both hold the monetary policy 
of the government at fault in the early 1930's in not providing the weaker banks 
with sufficient cash to stay open. However, that should not be the function of 
the government. That would merely involve a governmental burden while failing 
to deal with one of the major fundamental problems—the unsound economic 
situations in trade and industry. These latter must be dealt with adequately and 
a sound business basis established before a strong banking structure can be 
created and maintained. 
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ROUND TABLE ON THE INCIDENCE OF TAXATION 


GUNNISON BROWN, Chairman 


The following summary of the proceedings of this round table includes papers 
by James K. Hall, on “The Incidence of Death Duties,” and by Henry C. 
Simons, on “Incidence Theory and Fiscal Policy’; and discussion by Harold M. 
Groves, M. Slade Kendrick, and Tipton R. Snavely. Except for the summary 
of Professor Hall’s paper, the abstracts were submitted by the participants. 


James K. HALL:? Discussions of the incidence of death duties in economic 
literature have been, on the whole, scattered and fragmentary. The Report of the 
Committee on National Debt and Taxation (1927), the Economics of Taxation 
(1924), by Harry Gunnison Brown, and First Principles of Public Finance 
(1936 translation), by de Viti de Marco, are among the noteworthy exceptions. 
American writers in public finance generally have emphasized the descriptive 
aspects of particular death duties. 

No less than four different conclusions of death duty incidence may be dis- 
tinguished. These vary from the view that death duties are without burden, pro- 
vided that substantially the whole of the estate is taken by such taxation, to 
conclusions that the incidence of death taxes is on the predecessor, the successor, 
or jointly, and in indeterminate proportions upon both the predecessor and the 
successor. 

Jeremy Bentham, in his advocacy of burdenless death duties, contended that, 
for burden to be involved, there must be expectation of benefit. In the absence 
of expectation there can be no disappointment and, therefore, no hardship. He 
suggests that the measure of burden is to be found in disappointed expectation. 
Should the state take all, or the major part, of estates through death taxation, 
no one would expect to receive anything of consequence; hence there would be 
no disappointment and no burden. 

In general, those who support the conclusion that death duties establish their 
incidence on the predecessor regard this taxation as a capitalized income tax, or 
an occasional compound property tax. Successors, it is said, generally are in- 
different to the amount of death taxes. Further, the whole of the levy will be paid 
by the transfer of an appropriate amount of estate value. Also, the successor’s 
power to consume is not burdened except in a negative sense, because whatever 
he may inherit constitutes an addition to his consumption power. Among the 
leading exponents of this view of incidence are A. C. Pigou, de Viti de Marco, 
and, in regard to estate taxes, the Committee on National Debt and Taxation. 

The view of incidence which apparently has received quite general endorse- 
ment by American economists is that the incidence of death duties is upon the 
successor. It is argued in support of this conclusion that the predecessor is dead 
before the taxes are imposed and dead men cannot pay taxes (Hugh Dalton), 
that predecessors generally make no advance financial provision for the duties 
(Sir Felix Schuster), and that successors would be richer by the exact amount of 
such taxation if it were not imposed (Henry Sidgwick). Professor Harry 


‘To be published in full in the March issue of the American Economic Review. 
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Gunnison Brown, while concluding, apparently, that the burden is upon the 
successors, visualizes possible shifting of these taxes. He reasons that if personal 
motives to save are affected adversely by death duties the total accumulation of 
wealth will be decreased and, in consequence, interest rates in the long run will 
rise. In this event the incidence of death taxes will be upon laborers or land- 
owners, or both. 

Lastly, death duty incidence is viewed in terms of a divided burden between 
predecessor and the successor, with the proportions incapable of determination, 
This theory of mutuality of incidence rests upon the assumption of the joint- 
ness and solidarity of the pecuniary interests of the predecessor and successor. 
An analogy is found in the income tax, the burden of which, it is contended, 
affects the taxpayer's son as well as the taxpayer himself, and perhaps as severely. 

The view of incidence which it is believed may be most strongly supported 
is that the burden of death duties, including taxes directed to the estate as a whole 
as well as the distributive shares, is upon the predecessors. Incidence from this 
point of view is interpreted with reference to the immediate burden of such 
taxation, and is distinguished from the subsequent economic and other effects 
which result therefrom. Admittedly in certain cases the motives to save or 
accumulate may be weakened in consequence of the psychological reactions of 
predecessors to death taxation with the supply of capital relatively diminished. 
This seems, however, more appropriately to be regarded as an effect of incidence 
rather than a part of the process of incidence establishment at a point apart from 
the predecessor. An analogy may be drawn between personal net income taxes and 
death duties in terms of the absence of subsequent price transactions, and the 
indirect and indecisive manner in which personal industry or activity may be 
affected in the former case and personal saving in the latter. To successors gen- 
erally it appears that sharing in estates is a net gain with their standards of liv- 
ing thereby increased over and above their individual exertions. The successor's 
power to consume will not be burdened except in a negative sense. On the 
other hand, the predecessor has exercised during life less than his full power of 
consumption, even though voluntarily. The burden of death duties, as well as 
such other costs attaching to estate creation, appears to rest fully and finally 
upon the predecessor. 


HENry C. SIMONs: Most of you are doubtless sensible of the awful state of 
economic theory as it appears in the literature of our special field, in the public 
finance textbooks, and presumably in college courses generally. One is tempted 
to say that there are more analytical “howlers” in chapters on incidence than any- 
where else in the literature of economics. The accessible literature of incidence, 
at all events, is largely the product, first, of writers not well-qualified for eco- 
nomic analysis and, second, of pure theorists who, with no sense of significant 
practical issues, have constructed analytical curiosa in the form of incidence 
problems. 

What we might expect as a minimum, given the present state of general eco- 
nomic theory, is skillful and penetrating discussion of highly differential taxes, 
in their effects upon relative prices and, assuming full employment, on the alloca- 
tion of resources. The influence of such taxes under pure competition is a0 
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elementary problem in partial equilibrium analysis; the analysis yields results 
which are simple enough for easy application in practical questions of policy. 

I believe that what can usefully be said about the incidence of taxes under 
very imperfect competition can best be said without recourse to much formal, 
geometric, or algebraic analysis. The important question here, as I see it, is one 
of the effect of taxes on the price strategy of precarious collusion, formal or tacit 
and informal, i.e., a question of the politics of price strategy, not of marginal 
revenues and expenses in any simple meaning of those terms. 

A few suggestions for raising the level of incidence discussion are as follows: 

1. Discussions of incidence under competitive conditions must be purged 
completely of propositions appropriate only to the case of monopoly or highly 
monopolistic competition. 

2. Almost everything commonly said about the incidence of taxes under con- 
ditions of decreasing cost must be discarded; and propagation of the notion 
that industries are commonly operated under such conditions must be stopped. 

3. The sophistical Cambridge speculations on the welfare advantages of taxing 
industries of markedly increasing cost should not be retailed to elementary stu- 
dents or treated as sources of significant insights anywhere. 

4. The lag of incidence theory behind general theory should be reduced from 
more than a century to less than fifty years. General equilibrium analysis and 
alternative-cost conceptions should inform the treatment throughout. 

5. That pathetic, appealing figure, the marginal producer, with all the mis- 
conception and confusion which accompany his appearance in analytical argu- 
ment, must go. 

6. The methods and propositions of partial equilibrium analysis, invaluable 
in their proper place, must not be carried over, as they commonly are, into areas 
of inquiry where they are grossly and patently inappropriate. 

I am increasingly persuaded that useful instruction must give attention mainly, 
and not incidentally, to nondifferential levies or, better said, to those effects of 
actual taxes which are not allocational. Some reasons are: 

1. Taxes like our sales taxes and pay roll taxes have acquired a major place 
in Our revenue system and—perish the thought !—are likely to retain it. 

2. There is little difference, as to important effects, between general excise 
levies and vast collections of particular excises. 

3. The important commodity taxes, even when studied separately, are seen 
to have effects which have much in common with the effects of general excises. 
Our important particular excises have much in common economically with sales 
taxes and pay roll taxes. One urgent reason for stressing these similarities, in- 
cidentally, may be found in the curious practice, even among academic writers, 
of condemning the one kind of levy and commending or condoning the other. 

4. Systematic discussion of nondifferential excises is invaluable as preliminary 
to the discussion of property tax incidence. 

An increasingly popular solution of the methods problem is to study the joint 
effects of a new tax and particular new government expenditures equal to the 
new revenues. With other proper assumptions it yields meaningful conclusions. 


However, I wish to argue and protest against its use in general incidence dis- 
cussion, 
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Our discussions of incidence problems should be focussed upon the significant 
relative effects of different revenue devices for obtaining the same revenues. So 
the proper procedure in studying the effects of a particular tax is that of assuming 
its imposition to be accompanied by a total-revenue-balancing reduction in some 
other specified levy. The most useful analyses are probably those which indicate 
how various taxes would work out relative to a flat proportional income tax as 
the common norm. It is for us to weigh new or questionable spending schemes 
against the worst taxes which must be imposed or retained to provide the necessary 
aggregate revenue. 

No straightforward analysis is possible without definite monetary assumptions. 
Analysis of the effects of nondifferential excises, relative to the income tax norm, 
should start with the assumption of deliberate fiscal stabilization of some par- 
ticular price index, preferably in most cases an index of wholesale prices. We 
must go on to study the implications of our monetary assumptions—to see, in 
each case, what kinds of monetary action would be necessary to maintain the 
assumed index stability. It will then be easy to indicate—much less systematically, 
of necessity—how the relative effects of taxes might be different in the actual 
world. 

Tentatively I suggest that incidence discussion should now be designed mainly 
to reveal the relative effects of different taxes (1) on the degree of economic 
inequality in the long run, (2) on the legitimate vested interests of particular 
groups, and (3) on the volume of unemployment. Of these the third strikes me 
as the most important and, because it plunges us headlong into monetary prob- 
lems, much the most difficult. 


Haro_p M. Groves: Professor Hall’s exhaustive exposition of the incidence 
of death taxes gives small attention to the definition of terms. It may be thought 
that we should not worry too much about mere matters of definition but I think 
that they are rather significant in this discussion because they are the basis of 
many important exclusions. The distinctions between incidence and effects, in 
the discussant’s opinion, are nowhere so sharp and clear that a line can be 
drawn between the two and one can be properly treated apart from the other. 

Does an inheritance tax reduce saving? If so, do interest rates respond by 
rising? If the answer is again affirmative, do profits tend to behave in a similar 
manner? Does this mean that rich men tend to accumulate faster and more 
during their lifetimes to compensate for the taxes they must pay at death? 

These issues are too involved to attempt a solution here. I suspect that few 
students would resolve them all affirmatively and conclude that death taxes are 
perfectly diffused. But the point to be emphasized, in the discussant’s opinion, is 
that these questions are vital in death tax incidence. 

I accept much of Professor Simons’ criticism of incidence theory but I wish 
to dissent from his view that public expenditures should be ruled out in treating 
incidence. It is said that what the government does with its revenue may have 
important economic effects but they are no concern of incidence and fiscal policy. 
On the other hand Professor Simons himself argues that expenditures should be 
conservative because the gains therefrom are likely to be overbalanced by the 
unfortunate consequences of bad taxation. It is true that public finance students 
do not usually recommend earmarking of taxes for particular expenditures. On 
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the other hand, legislators must balance the marginal dollar of outgo against 
the marginal dollar of intake and they are entitled to help from economists at 
this point. Public finance specialists cannot shirk this responsibility by saying it 
belongs to some other field. Public expenditure is a time-honored division of 
public finance. To include it in the discussion of incidence does add com- 
plications. But any analysis of the economic effects of taxes will surely be in- 
complete and one-sided if it ignores what the government does with the revenue. 
Particularly if, as Professor Simons advises (and properly), we are to give more 
thought to monetary effects of fiscal policy, public expenditures should receive 
due attention. 

I agree with Professor Simons that incidence theory should give more atten- 
tion to universal (nondifferential) taxes but I am not very hopeful of the results. 
We can assert of course that in the long run, prices tend to cover costs but 
whether the costs will accommodate themselves to the prices or vice versa is not 
likely to be convincingly demonstrated. It may be that resort to marginal pro- 
ductivity at this point is hardly more realistic than the resort to the marginal 
producer, recommended for discard. I am equally sceptical of the view that to 
draw a proper solution we must assume an inelastic quantity of money. 


M. SLADE KENDRICK: Professor Hall has given an excellent discussion of the 
various theories of the incidence of death duties to which possibly one addition 
should be made. In refutation of Bentham’s argument, it might have been 
pointed out that the expectation of the heir should take into account the in- 
heritance tax as well as the inherited share. 

Professor Hall’s own position, that the incidence of death duties is on the 
predecessor, follows from an admittedly limited view of incidence. The useful- 
ness of this view may, however, be questioned as leading to a conclusion of no 
economic consequence. This is not to accept usefulness as a test of truthfulness 
but is rather to say that of two interpretations of a term each of which can be 
justified, the more useful is to be preferred. A broader meaning of incidence 
would give results of economic importance. 

Professor Simons would have the tax specialist limit his attention to the 
revenue effects of taxation, arguing that this limitation but recognizes his special 
and proper function. 

This seems an artificial method of bounding the duties of the tax specialist. 
In practice, as Professor Simons admits, revenue problems are not always dis- 
tinctive from expenditure problems. Moreover, the significant problems of fiscal 
policy that Professor Simons would have illuminated with the effects of different 
taxes are not to be examined adequately without reference to governmental 
expenditures. For example, why should a tax specialist interested in the effects of 
taxation on economic inequality stop with revenue. If the government may modify 
economic inequality by taking from the rich, may it not accomplish this purpose 
more effectively by spending the revenue so obtained for the poor. If the problem 
of economic inequality is worth the attention of the tax specialist, surely he 
should have the use of all tools needed for its solution. 


Tipton R. SNAVELY: Given the premises which he assumes, Professor Hall 
1as made a strong case for the establishment of death duties on the predecessor. 
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Incidence is properly defined as the direct money burden of a tax, not its in. 
direct economic effects. Hence, such factors as the psychological burden, the 
inability of the testator to make payment in person, moral and legal aspects, and 
the action of the predecessor in anticipation of the tax have no significance. In- 
cidence, then, becomes a purely mechanistic process. A majority of economists 
have been unwilling to accept such an extreme conclusion. Is it not possible to 
find exceptions to the rule? Suppose that the beneficiaries of an estate have worked 
equally hard with the testator in its creation, have saved with equal effort, and 
have exercised similar restraint in consumption—all in the knowledge (though 
this is not important) that they would succeed to the property. Has the economic 
burden fallen exclusively on the predecessor? In this case, it is mecessary not 
to confuse the economic burden with legal ownership. 

Professor Simons is correct in his criticism of partial equilibrium analysis as 
applied to incidence. On the constructive side, he recommends the study of 
“significant relative effects of different revenue devices for obtaining the same 
revenues.” We should look, as it were, at the opportunity cost involved. This 
method of analysis may yield highly fruitful results, but it is admittedly abstract, 
as is the suggestion that the analysis of incidence ‘‘should start with the assump- 
tion of deliberate fiscal stabilization of some particular price index. . . .” Is not 
this methodological approach quite as unreal as the partial equilibrium analysis 
of Marshall? We must know what will happen to the structure of “precarious 
collusion” in any likely set of circumstances—whether the price level is stable or 
unstable, whether the cycle is going up or down, and whether total-revenue- 
balancing reductions or additions are being made. 
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ECONOMIC PLANNING 
GOVERNMENTAL ECONOMIC PLANNING 


By BENJAMIN M. ANDERSON, JR. 
University of California at Los Angeles 


Governmental economic planning is back seat driving by a man who 
doesn’t know how to drive and who, except in wartime,’ doesn’t know 
where he wants to go. It is, moreover, back seat driving by a man who 
makes a very heavy charge for his services at the expense of the chauffeur’s 
wages, and who increases these heavy charges month after month. As the 
chauffeur’s wages prove inadequate to support the governmental back seat 
driver, a mortgage is placed on the car, and inroads are made on the gas 
and oil of the automobile. Damaged fenders are left untouched. The auto- 
mobile begins to miss its periodic overhauling. Cylinders accumulate carbon 
and don’t all work. The machine slows down, and the chauffeur grows 
jittery. 

In my discussion this evening I shall maintain the following theses: 

The great disorders in our economic life since 1929 are primarily due to 
governmental economic planning and, above all, to governmental inter- 
ferences with the orderly functioning of markets, including first, the inter- 
national markets for commodities and the money and capital markets; sec- 
ond, domestic prices and wage rates. To this should be added the vast in- 
creases in taxes and government deficits created by the rapidly growing 
government functions. I believe that we have in these an adequate explana- 
tion of our disorders. 

I shall maintain that alternative theories, which seek to find the explana- 
tign in “structural changes” which have recently come in our economic life 
itself, are dealing with symptoms rather than with causes. I shall maintain 
that the theories calling for more governmental economic planning because 
of these alleged structural changes in our economic life itself, are, in effect, 
merely calling for more economic planning to offset the evils that past 
economic planning has already caused. 

One of these alternative theories which has recently received attention 
is based on the great slowing down in the rate of growth of population 
begining with 1930. The population of the United States increased by 16 
millions between 1920 and 1930; but the rate of growth since then has 
been perhaps half of that. The theory is that this so-called “structural 
change” has greatly narrowed investment opportunities.? The estimate is 
Sees my “Value and Price Theory in Relation to Price-Fixing and War Finance,” 
American Economic Review, Supplement, March, 1918. See also “Economic Aspects of the 
War—Contrasts and Resemblances 1914 and 1939,” an address before the Investment 


Bankers Association, October 12, 1939, published in the yearbook of the Association. 


a in H, Hansen, “Progress. and Declining Population,’ American Economic Review, 
1939. 
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that the growth of population in the last half of the nineteenth cen 
was “responsible” for perhaps 60 per cent of the “capital formation” in 
the United States. The meaning apparently is that approximately 60 per 
cent of the capital invested in the United States in that period was devoted 
to the kind of production that would supply the wants of an expanding 
rather than a stationary population. From this supposed decline in the 
opportunities for private investment, the conclusion is drawn that the gov- 
ernment must spend greater or less amounts, depending on the state of 
business and the volume of the national income, for the purpose of making 
good the deficiencies of private investment. 

I do not question that there has been a long-run trend toward a higher 
average age in the population and toward a slower percentage growth in the 
population due (a) to an increasing diffusion of knowledge of birth con- 
trol, (b) to progress in medical knowledge which makes for a greater 
length of life, and (c) for the United States, to our postwar restrictions on 
immigration. But when the startling contrast is made between the 1920's 
and the 1930's with respect to this point, and when it is asserted that “in 
this shift must be sought a basic cause of not a few of the developments in 
our changing economy,” I raise very definitely the question of what is 
cause and what is effect. 

It seems to me clear as daylight that the sharp decline in the rate of 
population in the 1930's was first of all effect. The 1920's were prosperous 
years. Despite our restrictions, immigrants came in large numbers. Our 
boys could easily get jobs. Girls were willing to give up their jobs and get 
married. Young couples had confidence in the future and had children 
when they wanted them. The 1930's have been years of depression, un- 
certainty, and fear. Immigration of aliens for several years was exceeded by 
emigration of aliens. Marriages have been delayed. Many girls at work 
have held their jobs after marriage. They have been afraid to have children. 

Taking the years 1922-28 as our base, or 100 per cent, we find the num- 
ber of marriages in the leading cities of the United States dropping to 80 
per cent in 1930, to 70 per cent in 1931, and to 63 per cent in the gloom 
of 1932. But we find it also mounting rapidly again in the following years 
to 88 per cent in 1937—only to drop sharply again to 75 per cent in the 
acute depression of 1938. The boys and girls still want to get married, and 
they still want babies. Give them a prosperous world again, give them 3 
safe world again, and we shall moderate our views a good deal about this 
sudden great “‘structural change.” It is not the cause of depression; it is the 
effect of depression. 

But how significant would it be from the standpoint of investment op 
portunity if it were true we had here a permanent change? What difference 
would it make? Assume that for the future we are to have less young chil 
dren and more older people and that the population is to grow more slowly. 
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What bearing has this on the question of investment opportunities—except 
as any violent shift in the economic situation creates for a time a problem 
of adaptation? That it would mean a change in the direction of demand is 
quite clear. A slowly growing population with more adults and fewer chil- 
dren would demand less playgrounds and more golf courses. It would de- 
mand less milk and more whisky. 

Would it demand less automobiles? A young couple and three or four 
children will usually be a one-car family. A young couple with no children 
is more likely to be a two-car family, and the probabilities are high that 
they will turn in their used cars for new cars more frequently than will the 
one-car family with three or four children. 

Will the population with fewer children and more adults and slow pop- 
ulation growth make more or less demands for housing? The point is 
debatable. They won’t need so rapid an increase in the number of separate 
dwellings, obviously. But if they are prosperous and have growing incomes, 
they will call for qualitative changes in housing and for progressively more 
space per person. The young couple which is putting its increased income 
into more babies will be much less concerned about the newest gadgets in 
dwelling facilities and equipment than will the young couple of one or 
two children or no children. Older people, moreover, stand the stress and 
strain of crowding far less than younger people and children whose nerves 
are quieter. They want more room, more quiet. 

I see no reason at all to suppose that such a population, whose income is 
growing through technological progress,* capital accumulation, and in- 
creased efficiency, would not offer just as great an opportunity for invest- 
ment as a population which is rapidly increasing and where there are many 
children. The rapidly growing population would want more things of the 
same kind. A more slowly growing population would want better things, 
qualitative improvements, and a greater variety of things. I have not even 
felt it necessary to examine the statistical basis of the proposition that 60 
| per cent of our capital formation in the last half of the nineteenth century 
was due to growth of population. Since population was growing rapidly in 
that period, obviously the direction of demand would be toward the kind 
of commodities needed in that kind of population; and capital, seeing its 
best opportunities for investment, would flow in that direction. If a more 
slowly growing population called for a greater amount of qualitative im- 

‘I have elsewhere dealt with the fallacy that technological progress is itself a cause of 

‘epression and general unemployment (The Chase Economic Bulletin, Vol. XVII, No. 2). 
lam glad to find myself in agreement with Professor Hansen upon this point. The theory 
that overs ie is the cause of our troubles I have discussed in The Chase Economic 
[ se, Vol. XVI, No. 2. To those who hold that corporate consolidations are the cause 

ur disorders, let me point out that there have been only two great periods of consolida- 
tion, 189 9-1902, and 1924-29, both periods of cheap money and excited stock markets. 


movements are harmful, and should be prevented, but they are not inherent in the 


ed of industry itself. See Big Business (New York: Twentieth Century Fund, Inc., 
1937), pp. 29-33. 
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provement and a greater variety in the goods it was consuming, capital 
investment, wisely directed, would adapt itself to that. 

I find in this argument no justification whatever for governmental policy 
designed to supplement private investment by government spending. There 
is a relationship between retarded population growth and retarded invest. 
ment, but it is not that of cause and effect. Rather, both are effects of a 
common cause; namely, fear. And one of the fears that retards private 
investment is the fear of government spending, the fear of growing gov. 
ernment debt, the fear for the future of the money of the country. 

The limitations of time clearly preclude an adequate systematic analysis 
of the general theory of governmental economic planning in this address. | 
shall content myself with some generalizations regarding the theory of the 
matter, giving footnote references,t which I shall not read here, to fuller 
discussions which qualify or elaborate certain crucial points. I do this the 
more readily because I want to save time for the recital of some recent his- 
tory that has very definite bearing on some of the theoretical issues. 

The problem of governmental economic planning is merely part of the 
general problem of economic co-ordination and control. The instrumental- 
ities of social control and co-ordination are numerous. They include educa- 
tion, public opinion, and social expectation. They include religion, moral 
pressures, old customs, rapidly changing modes and fashions, and prop.- 
ganda. They include, of course, government. 

Government, essentially coercive in its functioning, resting, in last anal- 
ysis, upon the organized physical force of the community, is a very clumsy 
instrumentality compared with any of the foregoing, though it can do some 
things which none of them can do, especially in dealing with human beings 
who cannot be controlled by means of the subtler instrumentalities. But law 
is meant for the exceptional case. A community whose members conformed 
to the usual pattern only when the sheriff appeared could not survive. 

The market is the great instrumentality of economic co-ordination. When 
men begin to specialize, each producing more of a particular kind of prod: 
uct than he himself or his family can use, they must exchange their sut- 
pluses with one another. When specialization and the division of labor go 
very far, the money economy becomes necessary. The ploughmaker needs 
food, and the farmer needs ploughs. They never see one another. They 
are separated by hundreds of miles from one another. The money economy 
and the great market bring them together and co-ordinate their activities 

The growth of industry and the progress of technology have had, as one 
of their most distinguishing characteristics, a steady intensification of the 
division of labor. The substitution of the machine for the human hand is 
made possible as processes can be broken into small parts which involve 
monotonous repetitions of many simple operations rather than a varied, 


* The Chase Economic Bulletin, Vol. XIII, Nos. 1, 2, 3, and 4; Vol. XVI, Nos. 1 and 2 
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complex operation requiring judgment. The widening of the market and 
technological progress have grown together. The division of labor is lim- 
ited by the extent of the market. When the market is very small, no per- 
son can dedicate himself entirely to one employment. And what applies to 
individuals applies to countries. No country can afford to devote itself to 
producing any commodity in excess of its own needs if a satisfactory for- 
eign market for that commodity does not exist. 

‘The corollary both for individuals and for countries is that if the market 
is suddenly narrowed or if the functioning of the market is perverted, dis- 
tress and disorder of a grave sort ensue. Small wonder that every country 
in the world is suffering very grave economic disorder, when strangling 
trade barriers are erected among them. 

Students of sociology have had much to say about so-called “cultural 
lags.” When social change comes rapidly, the rate of change is uneven in 
different departments of social life, as law, morals, technology, economic 
activities, and education. Thus traditional educational methods have been 
criticized as tending to fit children for the life of earlier generations rather 
than for the life of today. Law, deeply rooted in the past and much gov- 
erned by precedent, changes more slowly than economic conditions. 

The principle of cultural lag is significant. Government has lagged far 
behind economic life since the eighteenth century, and has even, under the 
influence of the War and of postwar conditions, gone sadly retrograde from 
the standpoint of its proper relation to economic life. 

The one great instrumentality of economic control and co-ordination 
which most clearly and definitely has kept pace with the growth of tech- 
nology and productive power is the market itself and the system of market 
prices. And the causes of the greatest evils of the present national and 
world disorder are to be found in the interferences with the markets by 
governments under the influence of antiquated doctrines. 

Governments have very important functions in connection with the mar- 
kets. Markets can work properly only with sound money and it is the busi- 


> ness of government to establish and maintain a sound monetary system. It 


is a proper function of government to maintain competition, to prevent 
corners, combines, monopolies, manipulative raids in the stock exchange or 
in the commodity exchanges—to prevent practices which keep the market 
prices from telling the truth, and which pervert the social co-ordination 
which the market supplies. 

The regulation of competition, that is to say the establishment of a level 
of competition—even in the prize rings there are rules against hitting below 
the belt—is, first of all, a matter of trade practices, social expectation, mor- 
ality. But government and law are often needed to supplement morality and 
trade practices in this matter. 

I do not believe that, at best, even with government ideally organized for 
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controlling economic life, with an ideal set of officials who are masters of 
all the knowledge and understanding that economists possess, government 
could work out a conscious control of the economic life of a great people 
which would approach in efficiency the unconscious, automatic contro] 
which free markets and freely changing prices give. Government as at 
present organized in the United States has difficulty even in seeing what 
the problem of governmental economic planning is. An adequate economic 
plan must involve the various elements of economic life in their intertela- 
tions. A federal government with independent executive, judiciary, and 
legislature, with the legislature working through separate committees each 
concerned with a particular problem, with independent states and auton- 
omous local governments, sees economic life piecemeal and not as an or- 
ganized whole. Effective economic planning would have to be preceded by a 
complete centralization of our government. Democracy, local self-govern- 
ment, and individual rights protected by the courts would have to be done 
away with. The reconstitutions of government in Italy and Germany point 
the way—for those who wish to pursue it. 

Government itself has reverted to policies of earlier times as a result of 
the Great War, which put emphasis upon the great, primary historic func- 
tion of government; namely, organizing the group for war against foreign 
enemies. War and preparation for war constituted the major activities of 
government until fairly recent times. Internal liberty was strictly and sternly 
subordinated to wartime necessity. Economic policy was dominated by po- 
litical and military consideration. Wartime propaganda is not a recent in- 
vention. It is found in the war dance of savage tribes. 

Government, dangerously strengthened by war, has revived the atavistic 
economic policies tolerable only in a state of war, and applied them toa 
world economic life which had grown up under economic freedom in an 
atmosphere of peace. The growth of these atavistic policies has itself 
brought on and intensified the great depression. Trade restrictions, price 
fixing, and currency debasement were stock-in-trade of medieval and early 
modern government. 

No conclusion stands out more clearly, I think, from a study of the nature 
of cultural lag, than does the conclusion that the market place is a far 
more modern and efficient instrumentality of economic co-ordination than 
government, and that the substitution of government control for contra 
by freely moving market prices represents not progress but very dangerous 
retrogression. 

From the point of view of the economist, it is the function of prices to 
tell the truth about what is going on in the fields of production and cor- 
sumption, and to correct maladjustments and to bring about a re-equilibr- 
tion of the productive activities when they get out of balance. The fact 
which lie behind prices may be bad facts, but we do not help the situation 
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by disguising them. Right prices, from this functional point of view, are 
prices that move goods. Right wages are wages that give full employment 
to labor. Right interest rates are those which equate the supply of capital 
to the demand for capital, keeping proper balance between saving and con- 
sumption, and so on. But it is the essentially medieval notion of just price, 
rather than functional price, which dominates both juristic tradition and 
present-day government policy when governments touch prices. 

Economic progress from medievalism was marked by a steady breaking 
away from the notion of just price to the freeing of the markets so that 
flexible prices could prevail. There was a great deal of price fixing by act 
of Parliament or by rulings of the justices of the peace in England as late 
as the seventeenth century. The Industrial Revolution in the eighteenth cen- 
tury broke the fetters; and the great market, with free prices, developed 
along with modern industry on a vast scale. Government policy turned from 
regulation of prices toward the promotion of competition by means of laws 
against restraint of trade, and the regulation of prices was limited to those 
cases where competition was impossible or undesirable, primarily in the 
field of railroads and public utilities. 

In this field there has grown up a great body of doctrine regarding just 
price: fair rate, fair return, and fair valuation on which return could be 
computed. But there is a wide divergence between the economic literature 
of the theory of value and prices and the literature concerned with public 
utility and railroad valuation and rate making, so much so that the students 
of the one field frequently find themselves puzzled as they read the litera- 
ture of the other field. The explanation is that each is concerned with a 
different problem. The rate maker is concerned with fair or just price. The 
economist is concerned with functional price. 

Thus, the economist would lower public utility and railroad rates in a 
period of crisis and business depression in order to cause as much traffic 
as possible to move and to facilitate the general readjustment needed for 
business revival. But, in the last two great crises, we have seen railroad 
freight rates raised by the Interstate Commerce Commission, at the begin- 
ning and in the course of the crises, once in 1920, just as the great crisis 
began, and again in 1932 and 1935. 

Railroad and public utility rate regulation has come to be essentially a 
kind of warfare between the public utilities and the railroads on the one 
hand, seeking to keep up their rates and protect earnings for stockholders, 
and the regulating authorities on the other hand, trying to get rates down 
in the interests of consumers, with each afraid to yield anything for fear 
that it will be impossible to get back what has been yielded. The result is 
such a rigid rate structure that as prices and costs and volume of business 


move up or down it is very unresponsive to the needs of the general eco- 
nomic situation. 
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I am not here attempting the solution of the baffling problem of railroad 
and public utility regulation. I am, rather, urging that we avoid having to 
face this kind of problem in the field of our general economic life where 
the great market, if kept competitive, will itself automatically work things 
out. 

It is reversion to medievalism when the AAA formulates its policy on 
the basis of ‘‘parity price’’—a just price notion rather than a functional 
price notion. The same unsound theory prevails when high hourly or daily 
wage rates at which few men can be employed are substituted for func- 
tional wages—a policy to be condemned from the standpoint of the annual 
income of labor and the welfare of the laboring class. The NRA fiasco, 
resting on the just-price notion, ignoring functional price, represented dan- 
gerous reversion to medieval policies, as does our recent wage and hour 
legislation. 

When I say that postwar governmental economic planning has had the 
main responsibility for the economic disorders of the period since 1929, 
I mean to begin with developments which preceded the widespread use of 
the term economic planning. In the United States, for example, the New 
Deal did not begin in 1933. The first great postwar action by the American 
government in interposing barriers to markets, in such a way as to under- 
mine economic equilibrium, was in raising the tariffs in 1921-22. It was 
obviously necessary that we as a creditor nation should receive a great in- 
crease in imports of manufactured goods from our European debtors if we 
were to continue sending them our surpluses of cotton, wheat, tobacco, lard, 
and various other raw materials and at the same time permit them to make 
debt service payments here. But, instead, not as a matter of deliberate plan- 
ning, but making use of one of the major instrumentalities of economic 
planning, we raised our tariffs and intensified a grave disequilibrium as 
between our agricultural and certain other raw materials on the one hand 
and our manufacturing and other activities on the other hand. 

The next step was in the employment of our Federal reserve system in 
money market manipulation of a new kind and on a vast scale for the de- 
liberate purpose of whipping up prosperity and, above all, for the deliberate 
purpose of getting out agricultural exports over our tariff walls. As a con 
scious and deliberate matter, this came first on a great scale in 1924, in the 
open-market purchases of that year, which created surplus reserves in the 
banks on a scale adequate to permit and to induce a very rapid expansion 
of member bank credit. This was repeated in 1927. It was economic plan- 
ning.® 

Between June 30 of 1922 and April of 1928, we had an expansion o! 

* See The Chase Economic Bulletin, Aug., 1924, Aug., 1925, Nov., 1926, Oct., 1927, June 4, 


1928, June 25, 1928, Oct., 1928, Feb., 1929, May, 1929, Nov., 1929, and Sept., 1930, for 
an analysis and criticism of this process while it was under way. 
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commercial bank credit in the United States amounting to 13.5 billion dol- 
lars in deposits, and to 14.5 billions in loans and investments, due, in 
part, to inflowing gold, but due in large part to economic planning—the 
rediscount and open-market policies of the Federal reserve system. 

To put these figures in perspective, I wish to contrast them with another 
set of figures. How big an increase is 13.5 billions in deposits? How big 
an increase is 14.5 billions in loans and investments? Well, during our 
participation in the last war, we had a great need for expansion in bank 
credit. We had to finance four great Liberty Loans. We had to finance the 
shifting of our industries from a peace to a wartime basis. We had to 
finance goods from various parts of the world to our Allies in Europe, 
including gigantic shipments from this side. We had to raise an army of 
4,000,000 men and send half of them to Europe. There was need for bank 
credit expansion to accomplish these transitions and to perform these 
gigantic tasks. We watched this expansion with fear and trembling, and 
we held it down all we could. It amounted to 5.8 billion dollars in deposits 
and 7 billions in loans and investment. And it was enough. 

This wartime bank expansion was less than half of the largely unneeded 
expansion of credit that we created between 1922 and 1928. There were no 
great war needs to call forth the expansion of credit between 1922 and 
1928. Commerce wouldn't use it. It went, therefore, into extraordinary and 
all too frequently illiquid uses. There was a startling increase in real estate 
mortgage loans in the banks. There was a startling increase in installment 
finance paper. There was a rapid expansion in quantity, and finally a great 
deterioration in quality, of bank holdings of bonds. And there was a great 
increase in bank loans based on stock and bond collateral. Stock prices 
soared, and new issues doubled in a four year period. Commercial loans in 
the banks actually declined, because of the extraordinary ease with which 
business corporations could put out new securities and pay off their loans 
at the banks. I need not recount the disorders that grew out of the wild 
stock market that we built in that period of expanding bank credit, or the 
tragedies that came from the great expansion of bank holdings of real estate 
mortgages. 

Part and parcel of this was the placement of foreign loans in the United 
States, beginning on a really colossal scale in 1924. In that year we took a 
billion dollars’ worth of foreign loans, much the greater part of it coming 
in the second part of the year. The Federal reserve bank open-market policy 
began approximately at the same time as the Dawes Plan, the latter creat- 
ing renewed confidence in foreign loans; the former providing the expan- 
ion of bank credit which made it easy to take the foreign loans. From the 
middle of 1924 to the stock market crash in late 1929 the foreign loans 
oitset the high protective tariffs and we, a creditor nation, continued to 
send out a great excess of exports over imports at good prices. The dis- 
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equilibrium between agriculture and industry was concealed. Planning of. 
set the evils of prior government interferences through that time. But in 
December of 1929 and in January of 1930 there came an ominous break 
in the prices of the basic raw materials and of many agricultural com. 
modities, foreshadowing the evils that were to follow. 

But governmental economic planning took other forms in the decade of 
the 1920's. For the first time in our history, the President of the United 
States and the Secretary of the Treasury assumed the responsibility for the 
personal conduct of the stock market, in the utterances of President Cool- 
idge and Secretary Mellon. For the details of the record I would refer to 
Ralph Robey’s brilliant and justly indignant paper,*® “The Capeadores of 
Wall Street,” in the Aélantic Monthly of September, 1928. But then came 
more governmental economic planning. In 1929 we created a Farm Board 
whose function was to dominate the wheat and other agricultural markets, 
and it began to work in the autumn of 1929. We got into this game late. 
Governmentally sponsored pools in Canada, in Hungary, and in Australia 
had been withholding wheat from the market, leading to a doubling of 
the visible supply between 1926 and 1929. As our Farm Board bought 
wheat in late 1929 and early 1930, these other countries sold, taking our 
export market from us, in effect transferring the visible supply from the 
outside world to the United States. Those who condemn the New Deal for 
its agricultural follies, and, above all, for loans to farmers which held back 
cotton that would otherwise have gone into export trade, should not credit 
the New Deal with originality on this point. 

With the great crash in the stock market in 1929, there came further 
economic planning. The President called to Washington the leaders in 
business and railroads and others, to urge upon them the policy of not 
cutting prices, not cutting wages, increasing capital outlay, and the like— 
the personal conduct of business by the back seat driver, which is the essence 
of the New Deal and the essence of governmental economic planning 
Municipalities and states were also called upon to increase their borrowing: 
for public works. The poor old ’Frisco Railroad, impressed with its duty to 
keep purchasing power high, proceeded to declare its preferred dividend 
a full year in advance—with unsatisfactory consequences. 

Then came a renewal of artificial cheap money in early 1930, with: 
further whipping up of the stock market with a further taking of foreign 
loans. 

Then came another raising of the tariffs in 1930, which intensified to 
an unbearable degree the difficulties of our foreign debtors in making pay: 
ments here, and which was followed by a great scramble all over the worl: 
to erect trade barriers. This created new problems of disequilibrium as pte 


* See also the fuller story in William Allen White's A Puritan in Babylon (Macmillas, 
1938). 


du 
an 
pi. 
rie 
an 
in 
shi 
Bu 
m: 
lie 
th 
cor 
as 
mca 
era 
the 
ers 
Nc 
of 
he 
{ me 
A 
2 
4 em 
adj 
4 Th 
gro 
Th 
mu 
can 
mana 
reg 
tha 
and 
met 
this 
tior 
 » 


Economic Planning 257 


ducers for export in every part of the world found their markets cut off, 
and as new problems of internal adjustment were created for economic 
planners to solve. 

The connection between economic planning and international trade bar- 
riers is the connection of a vicious spiral. Each seems to call forth the other; 
and the more of one you have, the more of the other you call forth. Ruin- 
ing export markets creates internal disequilibrium and the problem of 
shifting those formerly producing for export into some other occupation. 
But as this is usually too difficult to accomplish in a hurry, the planners 
make use of borrowed public funds to take care of these producers on re- 
lief, or to put them to work in some makeshift activity. On the other hand, 
the planners do not wish to have their plans interfered with by foreign 
competition. It is significant that both NRA and AAA in this country had 
as part of their program increased trade barriers so that their higher 
costs might not be interfered with by foreign imports. “Autarchie” was an 
early slogan of the Nazi in Germany. Economic self-sufficiency is a delib- 
erate part of the program of most economic planners. On the other hand, 
the loss of foreign trade makes a fertile field for propaganda for economic 
planning. The high protective tariff is the mother of the New Deal. 

In this connection, it is very disheartening, indeed, to see important lead- 
ers of the political party which professes the greatest abhorrence of the 
New Deal, attacking the finely conceived and patiently pursued program 
of Secretary Hull for lower trade barriers throughout the world. We have 
here a manifestation of “‘cultural lag”’ in political tradition, blinding able 
men to economic realities. 

The essence of governmental economic planning is the belief that gov- 
ernment is responsible for the state of business, that it is the duty of 
government to have full employment at all times, that government must 
employ special measures with every flagging of industrial activity, that re- 
adjustments to correct mistaken economic policies must never be permitted. 
The call is for more, and more, and more of these activities as the evils 
growing out of past activities of the kind become more and more glaring. 


| The juggler must put a new ball in the air every week, and his activities 


must grow increasingly frantic with each new ball. Never for one moment 
can we have laissez faire. 

There are advocates of economic planning who would accept the general 
analysis given here of the contrast between government and markets, as 
regulators of business, as a matter of economic theory; who will recognize 
that if you had free prices, flexible economic life, and mobility of labor 
and capital so that price changes could bring about automatic readjust- 
ments, this would be better than governmental planning. But they say that 
this is a matter of abstract theory only—that we lack the smoothly func- 
tioning markets that the theory assumes, that we have an increasing body 
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of rigidities of one or another kind, so that to talk about the automatic 
control of industry by competitive markets is to talk about something that 
has passed away. What I want to consider realistically is whether it has 
passed away, and if so, how recently; and whether, to the extent that we 
have rigidities that make readjustment slow and difficult, they grow out of 
structural changes in economic life or grow out of governmental policies. 

If it is the frictionless static state we must have, with absolute competi- 
tion and perfect mobility of capital and labor, then of course we never have 
had it. But I shall maintain, on the other hand, that we had an adequate 
flexibility and an adequate degree of competition as recently as 1923 to 
serve for the purpose in hand. And I want to contrast the course of events 
between 1920 and 1923 when our government was still, in its essential 
attitude, old fashioned, with the course of events in more recent years. 

We had a vast readjustment to make at the end of the postwar boom in 
1920. From July of 1920 to August of 1921, the country passed from a 
violent boom through acute crisis into a very severe depression. Commodity 
prices broke from over 240 on the 1913 base to about 141. The Federal 
reserve index of production (base, average 1923-25) dropped from 89 in 
July of 1920 to 65 in July of 1921. Unemployment reached over 6 mil- 
lions, as we then calculated it, and probably somewhat more, if we had 
calculated then as we do now. The business tide turned in August of 1921. 
The latter part of the year showed improvement. There was hesitance in 
early 1922, and then there began a strong upward move, which, by March 
of 1923, reached new high levels in volume of production, and in which 
there were labor shortages in many lines. The Federal reserve index of 
production reached 103 in that month, and 106 in the following month. 

Now our government did virtually none of the things that economic 
planners call for in the course of this development. It was old fashioned. 
It conceived its main job to be to protect its own solvency, to cut public 
expenditures, and to relieve taxpayers of unnecessary burdens. Public ex- 
penditures went down year by year. Taxes were reduced rapidly, also, but 
not as fast as government expenditures. The following table shows expendi- 
tures, not including debt retirement, and the ordinary receipts of the United 
States government: 


U. S. GOVERNMENT EXPENDITURES AND ORDINARY RECEIPTS 
(in millions of dollars) 


Fiscal Year Expenditures Receipts 
1920 6,403 6,695 
1921 5,116 5,625 
1922 3,373 4,109 


1923 3,295 4,007 
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The budget was overbalanced every year. The idea that we should have 
an unbalanced budget, in order to facilitate business revival, was not even 
considered. In the worst year of the crisis, public debt was reduced by 
300 million and in the three-year period, it was reduced by 2 billion dol- 
ars. 

U. S. GOVERNMENT DEBT 


June 30 Millions of Dollars 
1920 24,298 

1921 23,976 

1922 22,964 

1923 22,350 


This policy on the part of the government generated, of course, a great 
confidence in the credit of the government, and the strength of the gold 
dollar was taken for granted. The credit of the government and confidence 
in the currency are basic foundations for general business confidence. The 
relief to business through reduced taxes was extremely helpful. 

Through the crisis no effort was made to flood the money market with 
an excess of cheap money; on the contrary, the Federal reserve banks 
made necessary rediscounts at 6 per cent and 7 per cent. Solvent enter- 
prises were protected. Credit did expand, but on the old-fashioned theory 
which holds that emergency money should be paid for at steep rates, and 
that unnecessary borrowing in a crisis should be discouraged. Through the 
whole of this period (1920-23) the lowest rate on open-market prime 
commercial paper for six months was 4 per cent for one month in 1922. 


OPEN-MARKET COMMERCIAL PAPER RATES IN 
New York City* 
(Prevailing Rate on Prime Commercial Paper—4-6 months) 


High Low 
1920 8 6 
1921 7H, 5 
1922 5 4 
1923 SY, 


* Annual Report of Federal Reserve Board, 1927, p. 96. 


Nor did the government try to make jobs during this period by taking 
on additional government employees; on the contrary, army and navy 
were steadly reduced, and the employees in the federal executive service 
were reduced steadily year by year from 691,000 on July 31, 1920, to 
516,000 on July 31, 1923. 

I have had two purposes in mind in presenting this episode of 1921- 
23. In the first place, I want to contrast it with what happened in 1933 
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and 1934 for the purpose of testing the doctrine that a great unbalancing 
of the budget and artificial cheap money are necessary as a means of bring. 
ing about business revival from the depths of a great depression. 

The first rally in 1933 was an extraordinarily vigorous move. The Fed- 
eral reserve index of production was just under 60 in March of 1933 
and it ran up to 100 by July of 1933. But heavy government expenditures 
for the purpose of pump-priming were not employed at this time. On the 
contrary, the economy program, under the leadership of Lewis W. Doug- 
las, Director of the Budget, was going into operation. The great spending 
program began in December of 1933. The first rally, March to July, 
1933, was, in very large measure, a natural, inevitable reaction from ex- 
treme panic and depression. It started, as the weekly indices of production 
show, immediately with the reopening of the banks. 

Speculative excitement following the introduction of the Thomas 
Amendment on April 20, also, undoubtedly, tended to intensify the up- 
ward move in business. Currency manipulation was new magic in the 
United States in those days, and the first time it was used the temporary 
speculative response was very strong. 

In the later phases of this first great rally, there was, moreover, a sud- 
den rush to produce before the NRA codes and the processing taxes could 
be applied, as businessmen recognized very well that, with NRA and the 
processing taxes, there would come a great increase in the costs of pro- 
duction. NRA and the processing taxes came in July and August, and 
the production curve turned sharply downward, reaching a level of 71 
in November of 1933. 

Then came the sudden abandonment of the economy program, and 
great spending for spending’s sake. CWA was started, and monthly fed- 
eral expenditures jumped from 505 million dollars in November to 703 
million in December and 956 million in January. On January 4, the Presi- 
dent announced the great spending program, and indicated that there 
would be a budget deficit for the fiscal year 1934, that is to say, by July 
1 of 1934, of 7 billion dollars. The actual deficit realized in this fiscal 
year was 4 billion dollars, as it proved impossible for the government to 
spend money as fast as the first plans called for. 

We saw the effect on business of this vast spending. If we credit all 
of the business history of the ensuing ten months to the spending, the 
record is very disappointing. Business rallied from 72 in November of 
1933, on the Federal reserve index, to 86 in May of 1934. Then the 
curve turned sharply downward, and, by September, it had dropped to 
71, one point below the level of November at which it started. In Sep- 
tember, moreover, there came a grave disturbance in the government bond 
market, and grave concern regarding the government's credit. 

I think that those who look upon government spending as a certain 
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magic for bringing about business revival should study very carefully this 
period, November, 1933, to September, 1934. This episode in our very 
recent history should surely shake confidence, on the part of those who 
have it, in pump-priming through government deficits, as a certain means 
of bringing about large results or lasting results. The first ten months of 
it brought business back to a point below where it started and did grave 
damage to the credit of the government. It was terribly costly, and the 
results at the end of ten months were less than zero. 

My second main reason for presenting this 1920-23 episode in our his- 
tory is to meet the contention of those who hold that the price mecha- 
nism can no longer be relied upon to co-ordinate economic activities, or 
to bring about an automatic re-equilibration and industrial revival, be- 
cause of the growth of rigidities of one or another kind in the economic 
structure. 

If perfect competition and full freedom of prices in all industries and 


} activities were necessary for the essential functioning of the market mecha- 


nism, the case would be hopeless, and would always have been hopeless. 
But the mechanism can and does work adequately despite many rigidities, 


") if only new ones are not continually being created. As recently as 1920- 


23, the immense flexibility of our American economic system was im- 


) pressively demonstrated. We had, then, a great long-term debt structure, 


publicly regulated railroad rates which were increased at the wrong time, 
just as the crisis began, noncompetitive public utility rates, labor unionism 
far stronger than it was in 1929, varying degrees of competition and vary- 
ing price policies among our great industries, and unequal declines in 
prices as the vast liquidation and readjustment came. We had to make 


a readjustment unprecedented in magnitude in our commodity prices 


and in the direction of our industrial activities. We had to liquidate a 
vast volume of short-term commercial debt, and to transfer from banks 
to investors—at a price—an immense volume of government war debt. 
The mechanism worked. In about thirteen months—from July, 1920, to 
August, 1921—we passed from a violent boom to the trough of a great 


| depression. The readjustment of prices, wages, and types of activity, the 


liquidation or readjustment of debt, and the clearing of the air as to who 
was and who was not solvent were sufficiently accomplished by August 
of 1921 so that we can date the bottom of the movement at that time. 
The tide began to turn. Moving vigorously in the summer of 1922, there 
came a strong upswing in business, which reached boom intensity, with 
labor shortages in many lines, in February and March of 1923. 

Those who hold that our situation is so rigid today that the price mecha- 
nism can no longer work must not make their contrast between our ac- 
tual situation and some ideal picture of a frictionless “‘static state.” They 
must show what changes have come since 1923 to make us too inflexible 
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to function, and they must show that these changes are inherent in the 
economic structure, rather than growing out of governmental policies, | 
is my contention that virtually all of the change since 1920-23 is a matter 
of governmental policy, and that a sound governmental policy, especially 
with respect to foreign trade, combinations in restraint of trade, price fix. 
ing and commodity price control, and money markets and capital markets 
will give us back an adequate flexibility. 

In 1920-23 we allowed the automatic forces of readjustment freedom 
to take their course. Since 1923, as I have shown above, government:l 
policy has been systematically directed toward preventing readjustment. 
We artificially stimulated business by feeding it excess money and credit. 
We used artificial measures designed to prevent necessary reactions and 
liquidations. These things were intensified by governmental policy follow. 
ing the stock market crisis of 1929. Since early 1933, the mass of govern- 
mental interferences with free markets and governmental policies creat- 
ing frictions and rigidities, has been appalling. Automatic forces work 
with difficulty under conditions like these! Even with all the handicaps 
placed upon it, however, the market-price mechanism is working today 
with remarkable efficiency. 

The theses of the foregoing paper are not in conflict with the humani- 
tarian demands made upon government for more widespread social wel: 
fare, for greater economic security, or for better distribution of wealth 
The plea rather is that our economic mechanism should be left free to 
function with full efficiency so that there may be a rapidly growing socal 
surplus out of which to meet these demands. Our great American econ- 
omy, functioning with full efficiency, can carry a heavy load. But a chroni- 
cally unbalanced government budget is a poor foundation for socal 
security for anybody; and a crippled economic mechanism is a poor found: 
tion for a more abundant life. 


EC 


tha 
cor 
pe 
po 
at 
Po 
of 
bee 
cif 
de 
the 
pl 
po 
Ru 
the 
4 of 
not 
des 
wh 
| reg 
cor 
pr 
COL 
not 
4 for 
per 
of 
me Nol 
res 
plo 
Pos 
mee be 
mi 


ECONOMIC PLANNING AND THE PROBLEM OF FULL EMPLOYMENT 


By CALVIN B. HOOVER 
Duke University 


In discussing the problem of economic planning, I am going to assume 
that planning means authoritative planning. It is perfectly possible, of 
course, to have purely advisory planning of the sort whose efficacy de- 
pends upon whether the advice is taken by those who hold economic 
power. Planning, however, becomes vital only when we reach the stage 
at which decisions are taken followed by action. Consequently for pur- 
poses of simplicity I shall try to confine myself to the authoritarian aspect 
of planning. 

The argument in favor of economic planning by government has often 
been made to depend upon the alleged superiority in allocation of spe- 
cific resources attainable by the substitution of state authority for the 
decisions made by private persons and corporations under a system of 
laissez faire capitalism. One obvious test of this argument is to examine 
the record of the national economies in which a system of totalitarian 
planning is in operation. If this record is examined for evidence on this 
point we certainly do not find much support for this contention. Soviet 
Russia, the economy of which is the most comprehensively planned of all 
the totalitarian states, has not been able to avert recurrent acute shortages 
of goods which at times reach a condition of stark famine. Neither Italy 
nor Germany has been able to attain the level of production of socially 
desired goods and services which existed in either of these two countries 
when full employment of resources existed during the pre-totalitarian 
regimes. 

If it were possible to add to the total of goods produced for ordinary 
consumptive purposes the stocks of munitions of war which are being 
produced in these countries the record would be more impressive, of 
course. But there can be little doubt that these stocks of munitions are 
not produced as a result of the same sort of demand as that which exists 
for ordinary consumers goods. 

The strongest case for planning, however, does not depend upon su- 


periority of resource allocation. Such popular discontent with the system 


of laissez faire as expresses itself in the support for planning depends 
not so much upon the belief that planning will produce an allocation of 
resources superior to that under a system of laissez faire when full em- 
ployment exists but rather upon the belief that full employment is rarely 
possible under a modern system of so-called “‘laissez faire” while it can 
be attained under a regime of comprehensive planning. It must be ad- 
mitted that the record of the totalitarian states does indicate that full 
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employment of resources can be attained under a regime of planning either 
under a completely collective economy or under a regime which preserves 
some remnants of capitalism as in the case of Germany. To the extent 
that full employment is conceived of as an end in itself, so much must 
be conceded to totalitarian planning. But full employment under war. 
time conditions could probably be easily attained by our own economy, al- 
though no doubt by means of the institution of a considerable degree of 
governmental intervention. 

Even if the production record of the totalitarian regimes had been far 
more impressive than it has been, the question would arise of whether 
these material gains could offset the losses suffered in terms of human free- 
dom. I think we should undoubtedly have to answer this question in the 
negative. 

The experience of the totalitarian states does not prove that the extreme 
deprivation of individual liberty which characterizes these regimes is an 
inevitable concomitant of comprehensive planning. Nevertheless the tec- 
ord of these states does create such a presumption. For it is difficult to see 
how complete and authoritative planning could be carried on by a state 
organized with the constitutional devices aimed at the protection of the 
individual against the state which exist under the parliamentary democratic 
states. These devices may not always be as effective as one would wish in 
protecting civil rights of individuals, but they are very effective in hamper. 
ing the state in functioning in a positive economic role. 

The record of the relatively feeble attempts at planning under the 
New Deal have not on the whole been such as to strengthen the case for 
planning even among all those of us who participated in some fashion 
in these attempts. The growth of bureaucracy, the power exerted by pres- 
sure groups upon governmental administrators, the failure of planning 
efforts to attain the desired purposes, the suggestion of what a fantasti- 
cally colossal task the centralized direction of an economy would become, 
all contribute to the conclusion that the amount of planning carried on by 
government should in general be restricted to the minimum which neces- 
sity dictates. 

Although I am convinced that such experience as we have is decidedly 
unfavorable to total planning by government, I do not believe that the 
evidence indicates at all that the modern economy can be expected to 
function satisfactorily without a substantial degree of intervention by 
government. I am convinced, indeed, that the picture of our existing 
economy which the opponents of planning often present is fundamentally 
incorrect. This picture is essentially that of an economy which would 
operate at full employment if only government intervention in the econ- 
omy were avoided. Ideally, in this economy of pure and perfect competi 
tion, equilibrium would reign, with just the right interest rate to insufe 
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the best allocation of resources as well as the proper balance between re- 
fraining from consumption and investment, the right wage rate so that 
there would be no unemployment, the right prices for commodities so 
that marginal costs and prices would coincide, with all factories produc- 
ing at capacity, with all entrepreneurs having no concern for the market 
but producing and putting their goods on the market for what they would 
bring or withdrawing and going into other lines of production, etc. No 
one maintained, of course, that such ideal conditions ever existed, but 
an economy without government intervention was supposed to approxi- 
mate these conditions. 

Instead we actually have quite a different sort of economy. Primarily 
it is more and more an economy in which the entrepreneur must be con- 
scious of the effect of his actions upon the market price of his product, 
in which the pricing process becomes more and more one of ‘‘adminis- 
tration,” in which, furthermore, considerations other than those of im- 
mediate profit influence the decisions which have to be made. For instance, 
anyone who has followed the history of the price and wage policies of 
the steel industry during the past couple of decades would find it difficult 
to explain these policies in terms of old style competitive price analysis. 
The most recent price decisions taken by the industry apparently reflect 
considerable concern for public opinion, fear of governmental action, 
and some sense of responsibility for the whole price level of our econ- 
omy. 

Our present economy is one in which wages are not determined pri- 
marily by competition between numerous employers on the one hand and 
between innumerable employees on the other but instead largely by ne- 
gotiations between corporations or associations of employers and labor 
unions; in which the interest rate is less affected by variations in men’s 
willingness to refrain from consumption than it is by a complex of the 
state of business activity, the decisions of the Treasury and the Board of 
Governors of the Federal reserve system; in which the amount of capi- 
tal goods which comes into existence is determined less by the interest 
tate than it is by the expectations of entrepreneurs; in which the expecta- 
tions of entrepreneurs depend upon the existence of a general demand 
for commodities which in the economy of the nineteenth century could 
usually be taken for granted. 

In the economy which actually exists, full employment is no longer 
something which will automatically occur as an innumerable number of 
competing entrepreneurs make decisions which keep the economy in bal- 
ance. Whether under conditions of full employment or not, the economy 
is now governed by more or less conscious decisions made by few enough 
individuals or institutions so that the process cannot be viewed as sub- 
stantially an automatic one. Incidentally, it is apparently true that the 
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greater the degree of unemployment of factors of production, the greater 
the degree of “‘administration.’’ The most important and practical re- 
sult of this is that our economy is always liable to find itself in citcum- 
stances under which the purchasing power for the product which it is 
capable of producing is not available. The reasons why this purchasing 
power is not available at a given moment are very complex and differ 
from one conjunctural period to another. For example, the critical factor 
at One moment may be the fear of business to expand plant; at another 
time it may be the fear of consumers to spend. Factors of a different or- 
der may be the relatively too high price of structural steel or the relatively 
too high wages of labor in the building trades, to mention only a very 
few. 

This means that the economy is to a degree at the mercy of a great 
number of largely unco-ordinated decisions. In the typical capitalistic 
economy of the nineteenth century these unco-ordinated decisions did 
not usually produce trouble, for the relative simplicity of structure of the 
economy and the multiplicity of the productive units making it up was 
such as to produce, paradoxically enough, a high degree of over-all auto- 
matic co-ordination. 

It is not merely that the complex of institutional decisions which are 
made in course of the functioning of our present economy may or may 
not produce conditions of full employment. The complex of decisions 
which are made may produce full employment under widely varying 
combinations of economic factors and forces. 

It is doubtful whether ever since 1914 our economy has provided em- 
ployment without some “‘artificial” insertion of purchasing power. Dur- 
ing the war this artificially created purchasing power was provided by 
the demand for munitions. For a time after the war it was provided by 
the land boom in the Middle West. Following the collapse of that boom 
in the depression of 1921, purchasing power was provided by a combi- 
nation of urban real estate booms, the securities boom, loans abroad, and 
installment credit. 

I wonder whether we are all quite sure that if there had been no real 
estate booms, no securities booms, no loans abroad, and no installment 
credit, the capital funds which were so employed would otherwise have 
been invested to increase the output of consumers goods whose purchase 
would have been made possible through lowered prices or higher dis- 
bursements to laborers and other producers? For if we are to continue to 
espouse the theory of an automatically regulated economy, that is sub- 
stantially what we must believe, unless we are willing to allow the econ- 
omy to depend upon more or less fortuitous booms for the necessary pur- 
chasing power to keep it functioning. 

Just as full employment has been attained in the past under widely 
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varying conditions so might full employment be attained in the future. 
We might attain full employment by means of a huge increase in the 
construction of public works, by means of directing the economy towards 
the production of munitions of war, or through a huge expansion of the 
capital goods industries. It is just barely possible that full employment 
might momentarily be attained by the election of Herbert Hoover in 1940 
and the repeal of all New Deal legislation. 

We might attain full employment with a high interest rate or a low 
interest rate, with high wages or low wages. It might be easier to attain 
full employment with the interest rate relatively low than relatively high, 
with wages relatively low rather than relatively high, but we surely can 
conceive of at least temporary full employment under certain circum- 
stances in either case. 

It might be desirable to take the example of the wage rate to explain 
what I mean in this connection. I believe it has been at least implicit in 
what is generally understood to be orthodox economics that there is at 
any moment a natural rate of wages which would be worked out through 
the principle of marginal productivity if neither the government nor trade 
unions interfered and that no wage higher than this could be paid by in- 
dustry which would be consistent with full employment. Most economists 
who have held this view have, I believe, explained unemployment of 
workers, and indeed of all factors, in terms of misguided efforts to raise 
wages above this “‘natural’’ level. Many who have held this view have 
believed that wages during the last ten years have been so high as either 
to cause the depression or to be responsible for its continuance, or both. 
Some have taken the position that there could not be any expansion in 
employment of workers during this period if there were any general in- 
crease in the level of wages. Indeed, I think these latter have been more 
consistent and logical in their position than those who have balked at 
this final step. 

Now we know that it has been possible to expand employment during 
this period in the face of rising wages, for the simple reason that it has 
happened. It is perfectly possible that employment might have expanded 
more rapidly had wages not advanced so much, but the important fact 
is that employment did increase along with wages. I wonder how many 
of us are sure that we could not attain full employment with the present 
wage structure if we could have sustained demand for the products of 
industry? Suppose that the needs of the Allies in the present war were 
great enough to produce a constant expansion in the demand for the 
products of our industry. Suppose further that the Allies could pay for 
their increased purchases either with gold or through the sale of com- 
mercial securities. How many of us are sure that substantially full em- 
ployment could not be achieved if this wartime demand were strong 
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enough and lasted long enough? Nor would the process necessarily re- 
sult in lowering of real wages, if the output of consumption goods for 
sale in this country increased concurrently and sufficiently—and it is not 
at all impossible that this could happen. 

It would be just as easy to sketch a hypothetical situation in which full 
employment might have been reached with the level of real wages some- 
what less than it actually has been, although in this case I am quite sure 
purchasing power would have had to be provided in some fashion or 
other, through increased dividend disbursements, increased expenditures 
for capital construction by business, social security payments, increased 
governmental expenditures, or by some combination of these and other 
ways. 

Another way of attacking the same problem is to suppose that all 
economists had been asked in 1933 what they thought the most desira- 
ble level of wages would be in order to promote employment. We would 
have certainly received a wide variety of answers. Now was there some 
one answer which was right and would all the others have been in greater 
or less degree wrong? I think the answer must undoubtedly be that full 
employment could have been attained with a wide variance in the wage 
level, while under certain circumstances no wage level would have made 
full employment possible. 

In other words there was no one wage rate which was the “‘natural” one 
and which if government and the trade unions had permitted it to exist 
would have produced full employment or would have guaranteed the 
maintenance of full employment after it had once been attained. If the 
Federal reserve system and the Treasury followed an easy money policy 
it might have been more advantageous to have had one level of wages; 
if a different monetary policy had been followed, a different wage policy 
might have been advisable. So with the factor of business confidence. A 
level of wages might be consistent with full employment under con- 
ditions of buoyant business sentiment, while another level might be more 
conducive to increased employment under conditions of business despond- 
ency. Further, while full employment might be attained with either wage 
level, it is quite likely that one of the two would be superior from the 
point of view of the duration of full employment. 

In a certain sense this has definitely optimistic implications. There is 
not some one perfect condition of balance which must be obtained in 
order to have full employment, and consequently the chances of its at: 
tainment become the greater. But the implication is not wholly optimis- 
tic. The condition of full employment is not synonymous with that of 
a perfect economic balance which could be expected to maintain itself 
if undisturbed on account of some fundamental superiority. 

While just now our immediate concern seems to be to get full em- 
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ployment under any circumstances, the problem is not only to attain full 
employment but to attain it without using means which are in themselves 
socially disastrous, such as war or setting up a totalitarian regime, and 
to attain it so that there will be the minimum of forces pushing towards 
a new collapse with recurrent unemployment of resources. 

Whether we are going to approach full employment of resources in 
the near future and whether we shall approach full employment under 
circumstances more of less socially desirable will not depend simply upon 
automatic forces. Nor do I believe this would be so if government could 
be induced to refrain from action in the economic field altogether. Whether 
we attain full employment and how we shall attain it is going to depend 
upon a myriad of factors and the interaction of those factors on each other. 
It will depend upon the decisions made by the Board of Governors of the 
Federal reserve system, the Treasury, and the President of the United 
States with regard to monetary and credit policy, upon the decision of 
the officers of the United States Steel Corporation with regard to the 
price of steel and the wages of workers in the steel industry, upon the 
decisions of the union leaders with reference to the wages in the build- 
ing trades, upon whether or not we maintain our present cash-and-carry 
policy with regard to the sale of supplies to warring nations, upon whether 
or not businessmen follow optimistic investment policies, and so on ad 
infinitum. 

Human beings will make these decisions and some of them will be 
crucial. It is impossible that they could all be co-ordinated by some central 
intelligence. If it were possible for omniscience and omnipotence to do so, 
no doubt we would indeed have the optimum utilization of resources. 
Fortunately we can get along not too badly upon something much less 
perfect. When the concatenation of administrative decisions does not pro- 
duce full employment it is always possible by means of governmental 
intervention in the form of relief and employment creation projects to 
bridge over a crisis without social disaster. It would be preferable, of 
course, if this could be done with the maximum of efficiency and economy 
on the one hand and on the other that businessmen should not be fright- 
ened out of their wits when it does become necessary. 

This is not to argue for a moment that our economy operates on the 
basis of purely arbitrary decisions of entrepreneurs and institutions. In 
the vast majority of decisions which are made there are very definite 
factors which determine the limits within which decisions may fall. But 
these limits are often broad enough so that the decisions which are made, 
either individually or cumulatively, may produce unfortunate results for 
the whole economy. Yet these limits paradoxically enough may prevent 
the total results to our economy from being utterly disastrous. 

To say that the economy is at the mercy of decisions of the sort I have 
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described is to leave the picture far too dark. It seems highly probable 
that if we can give over the idea on the one hand that our only alternative 
is to adopt a system of totalitarian planning and on the other hand give 
over the idea that the economy would operate automatically at full employ- 
ment if the government would not intervene, we would have helped to clear 
the ground so that the institutional control of our economy would have 
a better opportunity for socially satisfactory evolution. 

If it were generally recognized, for example, that decisions which had 
to be taken often involved considerations other than those of the most 
immediate profits of a particular firm, the decisions which were made, 
even without governmental control or regulation, might be wiser. From 
a longer range point of view, we could even someday start training econo- 
mists who would serve business in making these decisions. As long as 
we hold to the belief that business enterprises do not have to concern them- 
selves about such matters, this is of course not feasible. 

Thus our economy is one in which, for many of its sectors, critical 
decisions have to be made by institutions or by individuals or small groups 
of individuals, who represent larger groups of employers or employees or 
independent producers such as farmers. It is going to be necessary to 
slowly evolve the relation of government towards the various sectors of 
our economy in which this is true. In some cases this will mean an attempt 
to strengthen competition and to preserve as long as possible as much 
of the old market economy as possible. In other cases limited regulation 
by government and in still other cases the status of public utility regulation 
might be preferable. The problem of specifically undesirable trade prac- 
tices would still remain, of course. 

If there is anything which we should have learned from the fluctuations 
in production and consumption during the last couple of decades it is 
that we can never be sure that the composite of economic decisions made 
by corporate executives, small businessmen, labor leaders, bankers, con- 
sumers, savers, and others will produce the aggregate of purchasing power 
necessary to take the product which industry is capable of producing of 
the market. I may say parenthetically that this is too simple a way to 
state the matter but for the present purposes it will serve. Certainly it is 
impossible to deny that over and over again during the present depression 
we have had temporary revivals of production which faded out because 
increased production could not be moved out of warehouses or even of 
the assembly lines. 

It is almost certainly going to be necessary for governmental agencies 
to intervene in this situation in the future as has been done during the 
present depression in an effort to keep up the demand for commodities 
when it would otherwise seriously flag. This intervention can be expected 
to follow the already familiar channels and perhaps some new ones 4 
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well. Intervention through monetary policies of the Treasury and the 
Federal reserve system, the federal taxing program, public works, and so 
on are likely to continue to be used for this purpose. It is immensely im- 
portant, however, that the theoretical background necessary in order that 
decisions of this sort can be most wisely made should be further developed. 
Likewise the possibility of mew devices which could be employed with 
the minimum of detailed intervention in the operation of individual and 
corporate business should be studied. For example, the possibilities of the 
development of the federal social insurance system with the goal of adapt- 
ing its functioning to the long-run aspects of the provision of purchasing 
power certainly deserves further study. 

But apart from the part which government is to take in the direction 
of the different sectors of the economy there will arise an ever growing 
need for the recognition of the heads of aggregations of capital and labor 
that they must make decisions which involve a sort of planning. The 
decisions which they must make are likely to be governed by factors much 
different than those which governed the decisions of enterpreneurs in an 
economy of small-scale competing industries. It is possible that some 
sense of public responsibility could be developed among the leaders of 
industry and labor so that planning decisions would be made in which the 
shortest-term interests of the men who make the decisions would not always 
prevail. Finally, it is first important that it be realized that in many of the 
decisions made by corporate executives, labor leaders, bankers, and govern- 
ment officials, aggregate purchasing power is likely to be affected. Guidance 
in making decisions which will not have unfavorable results in this respect 
depends primarily upon the development of a more adequate economic 
theory in this field. 

The problem of deciding what the irreducible minimum of regulation 
and control by government agencies must be throughout the economic 
complex becomes likewise more nearly capable of solution once we aban- 
don the concept of a deceptively simple economy. We are never going to 
have a final solution to this problem, since the decision every year would 
properly be different from that of the year before. We can only depend 
upon a sort of evolutionary groping towards a solution. But I have con- 
siderable confidence in that process of evolutionary groping if we can 
exorcise the poltergeist which manifests itself either in the form of the 
conviction that we must set up totalitarian planning or in the form of the 
belief that if we remove all governmental control a nineteenth century 
economy will once more materialize. 


‘ 
Is 
yn 
he 
ed 


PLANNING FOR PEACE 


By Moritz J. BONN 
London School of Economics 


I 


Modern planning was first undertaken in the World War, when scarcity 
of commodities and shortage of man power led to an attempt at sub- 
stituting central state control over production and consumption for con- 
sumers’ sovereignty. No profound change of principles in economic man- 
agement was intended; a series of purely opportunists measures each of 
them the unexpected outcome of previous measures was taken, which 
finally looked not unlike a deliberately devised system of planning, with a 
strong collectivist undertone. The Code of War Legislation under which 
this planning was made possible in Great Britain was abbreviated in 
“Dora” (Defense of the Realm Acts). Since many of them could be 
described as socialist, war planning might be defined in racing language 
as ‘‘the offspring of Karl Marx out of Dora.” This affinity between com- 
pulsory war economics and coercive collectivism had appealed to socialists 
even during the war; they and their sympathizers desired for this reason 
to continue planning in peace. 

Planning for peace is, however, different from planning in peace. Its 
object is not a better structure of income, output, or enjoyment; it is 
not aiming at the abolition of consumers’ sovereignty but at the prevention 
of war, either by eliminating its causes or by obstructing armaments or in 
preparation for war. 

This was the topic originally assigned to me. It could be accomplished 
by peace loving nations through the formation of pools in key materials, 
on the possession of which long-sustained war efforts must depend. I had 
outlined a plan for achieving this a year and a half ago. It suggested the 
co-operation of the great raw material producing countries, especially the 
United States and the British Empire; it tended to establish simultaneously 
a certain stability of prices—an attempt which was bound to fail on a 
purely national basis—and a fair distribution of such materials. An inter- 
national administration was to be formed to insure a fair share of such 
materials to all peaceful consumers and to prevent at the same time the 
accumulation of war reserves by aggressor countries. This planning for 
peace implies the imposition of a workable system of prewar sanctions; 
it must be closely co-related to disarmament, with the double intent of 
making war superflous from an economic point of view, since all legitimate 
demands would be satisfied, and of making it so difficult for would-be 
ageressofs as to nip it in the bud. Economic sanctions to stop war after 
it has broken out have failed, mainly on account of improper application. 
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Prewar sanctions to prevent war have never been tried. The mere fact that 
Germany went to war at a time when she considered herself sufficiently 
well equipped to face the Allies proves beyond doubt that no serious 
efforts were made to prevent her from arming; it demonstrates, moreover, 
the baselessness of her claim that she had no raw materials. There is no 
use in taking up this problem at the present time. It is more to the point 
to discuss whether and what plans can be made for permanent peace. 


II 


This involves a threefold issue: frontier (territorial) planning, struc- 
tural planning, and functional planning. Territorial planning covers 
attempts at drawing frontiers in such a way as to safeguard adequate natural 
resources to every nation; structural planning deals with the structure of 
states as a factor affecting peace, and functional planning devises measures 
by which the functions of existing societies can be so modified as to 
safeguard peace. 

The second question can perhaps be most easily answered. Does any 
particular structure of society guarantee peace? If so, must it be accepted 
universally and can this be done by peaceful measures without civil war? 
It has of late been the fashion, especially in Anglo-Saxon intellectual milieus 
to assert that wars are mainly due to the capitalist system, which but for 
them would wither ignominiously. I doubt very much whether Karl Marx, 
who after all was a very learned man, would have enjoyed this ‘“rebunking”’ 
of history. In a purely factual way this question has been settled by Stalin’s 
unsolicited, magnificent contribution to the theory of social evolution: 
his invasion of Finland, which proves satisfactorily that communist societies 
act in no way different from bourgeois societies when faced by similar 
dangers, though of course their noble motives justify ignoble methods in 
the eyes of the faithful. This problem might be nonexisting after the trans- 
formation of all states into equally well-advanced socialist or communist 
republics; it would be far more difficult to settle by peaceful means than 
the program of the Manchester Liberals which demanded peace, free trade, 
and good will amongst nations. Civil war on the scale of a world revolution 
might moveover be rather a high price for external peace. And it must 
be pointed out that the structure of aggressive states like Germany, Italy, 
and Japan is very much more collectivist than of the older, more peaceful 
capitalist societies. 

The main economic problems of peace will arise from the position of 
these aggressive, collectivist states. The present economic system of Ger- 
many, which is the most perfect type of war collectivism, pivots around 
price and exchange control. Exchange control has enabled Germany to 
maintain a fictitious parity of the mark to gold; it had made it possible 
for her government to regulate her foreign debts in an arbitrary way. It 
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has very nearly stopped the flight of capital. It has successfully isolated 
the German price level and handed over to the government the complete 
control of foreign trade relations. It has made tariffs almost superfluous. 
By refusing exchange for the purchase of particular foreign goods, the 
government can differentiate between different classes of imports; it can 
shift purchases from one country to another, and even discriminate between 
individual firms. Exports which must provide foreign exchange need not 
cover costs; they can be subsidized from profits made in the home market. 
As long as the value of the total national output leaves a sufficient margin 
over costs, a percentage for wear and tear, and sufficient scope for essential 
new equipment, a country can be kept going. Thanks to this system Ger- 
many has been able to squeeze great quantities of material from foreign 
countries, on terms she thought advantageous. She was never unable to 
pay for raw materials, but she suffered by diverting it to uneconomic pur- 
poses and by investing it in armament plants. She has narrowed the margin 
of national profits by preferring the production of national goods under 
most unfavorable conditions to imports from abroad. Her physical plants 
will be much deteriorated at the end of the war. She cannot draw many 
supplies from abroad; since neither accumulated reserves nor current pro- 
duction will suffice, heavy inroads on her physical capital are inevitable. 
A large part of her national savings has gone into war plants; they cannot 
be turned easily to competitive markets, once government orders cease. Her 
railroads are physically in a bad shape; her forests overcut, repairs are 
neglected, the soil may deteriorate, and labor will become less effective. 
Germany has developed an all-round system of war economy, with fairly 
stable prices. By a combination of rationing and control a rapidly growing 
percentage of everybody's income is taken over by the state in taxes of 
loans. Collectivism permeates the pores of her economic body. An ever 
increasing part of the nation’s wealth is lent to the state, and the state 
digs deeper and deeper into the pockets of its subjects. Property rights 
are still maintained, but greatly weakened; their possessors are not expro- 
priated; they are degraded and turned into functionaries, who work under 
the state and for the state. A kind of collectivist hierarchy in the form of 
military or barrack-room socialism has been established. 

This system is much more collectivist than any of its predecessors, though 
it is by no means egalitarian. It is more nationalist than anything yet devised, 
for all its functions are becoming state functions, invested with the dignity 
of a sovereign government. It has been organized on the theory that war 
is the normal occupation of society. Can it be switched effectively towards 
peace objectives, or can it be scrapped in order to guarantee peace? 

Whilst Germany maintains her system of exchange control, her collec- 
tivist structure will scarcely disappear. It is not easy to change. Unfortu- 
nately, it cannot simply be replaced by devaluation, even if devaluation 


we 

Ge 

to 
co 
the 
get 

po 
wil 
div 
it 
. 
cer 
wil 
af 
ma 
nel 
rea 
wh 
not 
col 
aff 

We 

In 
shi 

pl 
COL 

it 
ap 
C10 
isn 
ar 
TI 

fr 


Economic Planning 275 


were to go very far and to wipe out most of the value of the mark. The 
German people will be greatly impoverished. They will no longer be able 
to pay for large quantities of foreign luxury goods, like tea, tobacco, and 
coftee. Whilst the need for paying for them by export will thus disappear, 
the markets which were willing to purchase German goods will be dislo- 
cated. Germany will find it very difficult to sell goods abroad in order to 
get the raw materials needed by her manufacturing plants; for once her 
power of coercion has gone, the “blocked mark” game with her neighbors 
will no longer pay. A system of autarchy need not bother about costs of in- 
dividual branches of industry; a competitive system must. Germany will find 
it very hard to adjust herself to foreign markets. She will scarcely be able 
to start without raw material credits, and she may not get them as there 
is no certainty of her being able to repay them by foreign exports. It 
certainly cannot be done before her old debts are settled, and no settlement 
will be really satisfactory to her creditors. 

The transformation of Germany’s semiautarchic collectivist economy into 
a freer system must involve a great deal of suffering. The German people 
may not be inclined to run the risk of returning to a social system which 
neither offers wealth nor wages all round, if the rest of the world is not 
ready to help them. And the rest of the world will have to face the issue 
whether it prefers to offer loans and opportunities to a nation which may 
not use them wisely, rather than to confront a dismembered, disgruntled, 


collectivised race which must cling to spartan simplicity because it cannot 
afford anything better. 


III 


The father of modern planning, J. G. Fichte, held the opinion that wars 
were due to international trade rivalries and to the struggle for colonies. 
In order to insure peace, trade should be completely dropped. Every country 
should become self-sufficient and organize production and consumption by 
planning. The great inequalities in territorial resources between various 
countries should be moved by the exchange of territory against gold. In 
a self-sufficient economy, gold, he argued, would no longer be needed; 
it should be used for making the necessary territorial adjustments by buying 
land for insufficiently-equipped nations. Unfortunately this method is not 
applicable in present-day circumstances, for the countries who desire addi- 
tional territory have no gold. Moreover, exchange of territory, especially 
on a large scale, has become difficult since the advent of modern national- 
ism, to which frontiers are mere functions of race which must expand 
whenever the race increases in numbers. They must moreover include all 
areas inhabited by members of this race who live under foreign domination. 
This concept has hitherto caused unsurmountable difficulties, since frontiers 
frequently cut across nations until Hitler made a magnificent contribution 
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to planning by repatriating the Germans in the Baltic without an exchange. 
In his view Germans living abroad should be so happy at being reunited 
with the mother country that they should gladly accept compulsory repatria- 
tion and relinquish possessions and opportunities abroad. Thus a race which 
has not sufficient living space at home can yet be made happy by the 
addition of exiled brothers and sisters. The temporary reduction of its 
standards of living, which this would imply, will be offset by an increase 
in numbers which will raise its military strength and enable it later on to 
conquer additional lands. 

Territorial redistribution on such a scale as to bring about universal 
contentment amongst the European nations is, however, not likely to happen. 
A victorious Germany would not aim at permanent peace; a German defeat, 
on the other hand, would scarcely offer to Germany, Italy, or Japan the 
living space they crave for. The non-German nationalities in central and 
southeastern Europe would not accept German domination and offer their 
lands for German settlements. They would scarcely be willing to exchange 
their domiciles with Germans by triangular arrangements. There is no 
reason to assume that the Poles in occupied Poland will be ready to leave 
their country and to go to Rumania, from where transylvanian Germans 
could return to Germany. 

Small rearrangements might be possible since Hitler himself has shown 
the way. They do not solve the problem of living space. Nor would the 
exchange of a few colonies help much, since the total additional resources 
thus gained would not be very considerable, especially as poor countries 
do not possess capital for developing colonies rapidly. The pooling of 
colonies by an extensive mandate system would help even less. It might 
be a moral concession; it is not an economic cure. 


IV 


There remains a third possibility: functional planning, the working of 
existing institutions in the interest of peace. As change in the structure of 
society is not likely to guarantee peace, and as no adequate redistribution 
of territories is to be expected, a sterilization of frontiers might accomplish 
this object. If frontiers were no longer obstacles to international economic 
intercourse they would lose part of their sinister significance. The poorer 
countries could participate by free imports in the wealth and in the untapped 
resources of richer countries. Some vision of this sort emerged in the 
middle of the nineteenth century, when huge, comparatively unhampered 
trade movements were accompanied by mass migration and large capital 
transfers. But these days of “the winning of the west’ have gone for 
good; the period of primary colonization is over. No resumption of large 
migration movements is likely to happen. A thorough sterilization of 
frontiers would moreover imply a considerable shifting of men and wealth 
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towards the most favored parts of the earth; it would end in the mixing 
up of nationalities, and greatly deplete poorer countries. The transition 
would be extremely painful and very expensive, though of course very 
much less painful and less expensive than a series of world wars. As it 
would disturb the relative importance of many states it is very unlikely 
that their governments would favor it. 

There has been a tendency towards a reduction of sovereignty in the 
political field as shown by the formation of the League of Nations and 
the various schemes for collective security. It was accompanied by an infla- 
tion of economic sovereignty which culminated not so much in the adoption 
as in the apotheosis of currency manipulation, the most effective measure 
of ruthless nationalist planning. By its very nature planning expands the 
sovereignty of the state at the expense of the sovereignty of the consumer. 
The same governments who earnestly strove for collective scurity in politics 
increased insecurity in economics by fostering isolationist’s separatism as 
the natural outcome of national independence. I doubt very much whether 
the vested interests in various countries—and in this respect labor is as 
much a vested interest as capital—would permit a thoroughgoing steriliza- 
tion of frontiers. The attempt could only be successful if efforts were 
maintained over a long period; but before the pains of transition were over 
a violent reaction would set in. Governments, after all, are not in the 
habit of abolishing themselves or of diminishing their own importance, 
especially since they control today very much more efficient weapons for 
economic aggression than tariffs. Quotas, embargos, and currency manipu- 
lation can easily circumvent or undermine old-fashioned international com- 
mercial agreements. 

But there is one method by which frontiers have been made innocuous 
in the past: federation. Governments have sacrificed part of their sovereignty 
when menaced by grave dangers or when large tangible benefits were held 
out to them. Federation did not prevent the shifting of economic and 
political power between member states. In fact, it facilitated it. It made 
it, however, harmless, provided the strain was not so great as to lead 
to civil war. Are the poorer, dissatisfied states today ready to enter a 
federation and to see their relative importance diminish, in return for the 
promise of permanent peace? Are the more powerful states prepared to 
barter away the sovereignty and the independence they believe they can 
80 on enjoying for the hope and the responsibility of becoming the leaders 
in a world commonwealth of nations? 

All belligerents will be impoverished. Whilst the allies may escape 
serious inroads on their physical national capital by parting with gold 
and foreign securities and by relying on credits in the Dominions, their 
Position as creditor nations will be shaken. They must either reduce imports 
considerably or increase exports. The pressure of taxation will diminish 
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imports, whilst exports can grow only if the purchasers of European 
investments will increase their consumption of foreign goods; the 
outcome will depend a good deal on the commercial policy of the United 
States. As it is, the United States has difficulties in disposing of her 
surplus products. These difficulties will increase greatly when her customers 
have been impoverished; and they would become almost unsurmountable 
when repayments of interallied debts are resumed. The handling of inter- 
allied debts by European governments has not been a very creditable per- 
formance; and the lending policy of the United States in the postwar 
period has not been very wise. An exchange of mutual recriminations, 
whether justified or not, will not correct past errors. No plan for peace, 
however, is workable without a previous settlement of international debts. 
For without it, currency stabilization is out of question and without some 
sort of stabilization normal international economic relations cannot be 
resumed. As long as devaluation or exchange control can be freely resorted 
to, economic national sovereignty is unlimited. They make intelligent 
planning for peace impossible, except when managed by a supreme world 
government. They have so far offset most modest efforts for international 
co-operation, such as commercial treaties, stable tariffs, or the most-favored- 
nation treatment clause. Anyone who wants to plan for peace must insist 
on currency stabilization. If he prefers to do so without a return to some 
sort of gold standard, I make him a present of the additional difhaulties 
which will have to be encountered. 

The impact of the war has already resulted in some sort of provisional 
stabilization, in the pooling of resources, and in talks on federation. 

The leading statesmen of the world hold out a promise of a federation 
of the world or at least of Europe. The establishment of such a federation 
would guarantee peace, provided it were not broken by civil war. No 
federation can be established which does not sterilize economic frontiers 
whether represented by tariffs or by less visible obstacles. Can we really 
hope that British and French statesmen are ready to scrap their economic 
boundaries and to admit all nations of good will on equal terms to a share 
of their internal markets? Do they really plan a kind of European customs 
union the members of which will enjoy complete equality of opportunity? 
It would imply not only an assimilation of tariffs but of taxation, trans- 
portation, and immigration policies. It would have to bring in the colonies 
controlled by the mother country, whilst the independent dominions might 
stand out. The political problems presented by such a union might be 
pushed back. The various German states which later formed the German 
Empire retained political sovereignty under the Zollverein. A customs 
parliament was established on a very democratic basis which passed tariffs 
and was exclusively limited to economic legislation. Something of this 
sort might be attempted as a halfway step to European federation. 
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But the economic need for federation is not very pressing in the great 
empires; the smaller and poorer countries feel cramped, and the economic 
importance of federation does not so much lie in the elimination of frontiers 
as in the cessation of government efforts fostering national industries which 
are superfluous from a consumer’s point of view and of intensifying agri- 
culture which should rather be contracted. When countries federate who 
produce the same goods but have no markets for them they will not profit 
very much. But when complementary countries join one another and espe- 
cially when they represent well-established geographical units they can 
prosper. 

For a long time the space in Central Europe between the French and 
Russian frontiers was filled by two custom unions, the German Reich and 
the Austrian monarchy (which at one time reached deep down into Italy 
and into the Adriatic). During a few decades Austrian statesmen endea- 
vored to combine both areas in one custom unit. They failed in the teeth 
of Prussian opposition. But the idea never died completely. The present 
German government is trying to accomplish it by unacceptable methods. 
They still fail. No Central European economic union can last which is built 
on the subjection or the eradication of non-German people. The greatest 
obstacle to a reasonable solution of Central European problems is the 
animosities which the Hitler regime has aroused. As long as they last, po- 
litical federation is out of the question. But intergroupal business arrange- 
ments might be possible. A kind of customs union between Austria, 
Czechoslovakia, Hungary, and Poland might be accomplished, and a similar 
one might be established between various Balkan states; it is unlikely that 
these two groups could be fused immediately into a single unit. But they 
could grant preferential treatment to one another and, on the basis of 
reciprocity, to a regenerated Germany and to Italy. No large customs union 
is yet possible. Political sovereignty would be maintained, except in so far 
as modified by membership of the League of Nations, but economic 
sovereignty would be curtailed. The Central European groups would not 
attempt to form a self-sufficient unit; they could and should not do so. They 
should continue to rely on foreign trade and on foreign credit, but they 
should be allowed to make preferential arrangements among their members 
irrespective of the most-favored-nation treatment clause, in the same way 
in which the members of the British Commonwealth of Nations have been 
permitted to make use of concessions amongst themselves. 

Some plan of this sort will have to be devised if we desire permanent 
peace. It may frighten some, for it accepts the fact that eighty million Ger- 
mans can neither be ignored nor wiped out, and it assumes that they will 
be much less dangerous when they are prosperous and, being wedged in 
between other people, are co-operating with them, than when they are 
starved and feel ostracized. But the process of regimentation in Germany 
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may have gone too far to permit such arrangements; in that case a collec. 
tivist Central Europe seems inevitable. 

I have tried to outline a plan for the future, from the facts of the present, 
and the discernible tendencies of the past. It is very modest, a mere begin- 
ning; it may not appeal to ardent world reformers; on the other hand it 
may well arouse criticism of people who concentrate on existing difhaulties, 
It may offend realists as well as idealists. 

Nothing to my mind is more contemptible than that sort of realism 
which meekly bows its knees to facts, and invests them with divine im- 
mutability. I have no use for it. But nothing on the other hand seems 
cheaper to me than the sort of idealism which soars so high that it cannot 
be burdened with facts when rushing merrily through empty space. 
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THE GROWTH OF RIGIDITY IN BUSINESS 
(A series of four papers and discussion) 


DURING THE MIDDLE AGES 


By N. S. B. Gras 
Harvard University 


I 


In the behavior of business there are two extreme patterns. One is elas- 
® ticity with many rigidities. This is the pattern that has grown up unplanned 
and has spread its variegated self over the pages of history. This is the 
real behavior of business as we know it—elastic, fluid, even fickle. In this 
system some men gain wealth; others are thrown into poverty. All strive 
for income, but most find that circumstances, including rigidities, hold them 
hack, sometimes from disaster, sometimes from success. 

The other pattern of business behavior is still an ideal, not a reality. This 
is stability aimed at through the operation of some system or through plan- 
> ning. Men have never ceased to long for a golden age, a haven of safety, and 
> autopia of dreams. They have reacted from the elasticity that has put them 
» upon their mettle and ended by giving them only a competitive reward, 
one too small to meet their needs. In the dream world of relief from a too 
elastic behavior of business, resulting in suffering and uncertainty, men 
have cried out for stability. They want no depressions and no unemploy- 
ment. They want none of the uncertainty that lies in elasticity. They want 
a stable income. Their leaders realize, however, that, in attempting to secure 
elasticity, they might create conditions that would become fixed and act 
© as a drag on general progress. For instance, it is a commonplace that a 
» minimum wage tends to become a maximum wage. Fearing to go too far 

away from elasticity, the leaders amplify their ideal of stability by calling 
for ‘stability without rigidity.” 

In emending their slogan in this way, the proponents of stability pro- 
claim their fear that their efforts at stability will in fact involve more or 
less rigidity. Thus, in the two antithetical patterns of business behavior 
there is in the one case an actual rigidity and in the other case a hypothetical 
or anticipated rigidity. In other words, in both the elastic and the stable 
7 patterns of business, rigidity plays a part. It seems to be a safe conclusion 
3 that rigidity is an ever present factor to be reckoned with in business, both 
) in the systems that in fact have evolved and in those that may be devised. 

The importance of a factor that may act as a drag on the attainment of 
an ideal or the execution of a policy is hardly to be gainsaid. A little re- 
flection shows that the subject requires theoretical analysis and historical 
exposition. At present we have but little of either, for business behavior, 
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except in its cyclical aspects, has been little considered in detail, at least for 
publication. What we can do in this conference is probably largely ex. 
ploratory and inconclusive. We may hope, however, that the different points 
of view and the various facts and generalizations presented may be helpful 
in our thinking on the subject in the years to come. 

As the first speaker on this occasion, I shall attempt a small amount of 
theoretical analysis, largely to put the subject on the breadth of base which 
I think it should occupy. Then I shall indicate some historical beginnings, 
particularly during the middle ages when our present business structure 
emerged from a nonbusiness order of society. 

Just who was the first thinker to discover and record an example of 
rigidity in business is unknown to me. The wage-fund theory goes back 
at least to Malthus. According to one statement of this theory, the wages 
of labor are dependent upon a certain amount of capital available at the 
time for this purpose. After being restated and refined for two generations, 
the theory has been abandoned, at least in its extreme form. 

A second example of rigidity is found in the study of prices. This price 
rigidity was recognized probably before the wage-fund theory had been 
enunciated. The influence of custom, monopoly, and other factors was ob- 
served at the time classical economics was taking form. It is interesting to 
note that there has been a dispute as to whether price rigidity has increased 
or decreased in recent generations. 

Thus, we see that rigidity in business has been recognized, though 
largely from the standpoint of economic theory rather than business ad- 
ministration. What we need is to have some one think the subject through 
and give it just as broad a theoretical treatment as is practical and useful. 
At this point we can do little more than note some essentials. 

We may describe a rigidity in business as a condition or circumstance 
found in a man, a group of men, or an institution which operates as a drag 
on business. It is a factor which often impedes the attainment of an objec- 
tive in business. For instance, the family pride of such a man as John Claflin 
prevented him from giving up his ancestral wholesale business even though 
he knew that his wholesaling firm could not succeed. On the other hand, 
it may save from destruction a business or whole groups of firms; or at least 
it may tend in that direction. In times of depression, for instance, a fixed 
money income possessed by consumers greatly aids the retail trade wherevet 
it exists. 

Rigidity may arise inside business or outside. Examples of rigidity are 
found in church canons, national laws, popular attitudes and customs, fixed 
business policies, and the temporary success of business techniques. On the 
other hand, there are nonrigid factors tending in the opposite direction. 
Such are man’s changing moods, the policy of adaptation, creative met: 
chandising, research, and agricultural production. It is the interplay of such 
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factors that make up the behavior of business which we observe in history. 
We should frankly accept rigidity as a force or perhaps a counterforce. 
We may put the situation this way. Dynamic forces arise within business or 
on the outside. Then rigidities or counterforces come into being either with- 
in business or on the outside. We should all agree that the greatest dynamic 
force in private business is the drive toward profit. This is met by outside 
rigidities on the part of consumers and workmen. The greatest dynamic 
force in communism is the sharing of income according to individual and 
family needs. A potential and at times an actual rigidity, as we know from 
Russian experience, is found in the producer’s drive for a profit. This is 
where the system of public capitalism is likely to break down. 

The point at issue is that a force in one place is met by a counterforce 
(a rigidity) in another place. No treatment of rigidity in business is 
adequate unless it is based on this duality of origin. Some are inclined to 
emphasize the rigidity of businessmen in adjusting themselves to external 
change. They urge that a large part of business administration should con- 
sist and does consist in adapting policy and management to social and sci- 
entific environment. As an historian, however, I cannot help being im- 
pressed with the number of times that the primary force has lain within 
the field of business and the counterforce has operated on the outside. 

A strict interpretation of the subject under consideration would, of 
course, confine our interest to rigidities which arise within business as 
counterforces to primary forces which have grown up on the outside. A 
broader interpretation, such as was originally intended, might lead to an 
alteration of the title to “the growth of rigidities affecting business.” 

If we were to attempt a complete analysis, we should have to go far 
beyond the limits of the present paper. We should have, for instance, to 
urge the point that the rigidities must be studied in close relation to the 
changing general business background. It is essential to consider whether 
the rigidity occurs in a buyers’ or sellers’ market; in a period of depression 
ot a boom; in a period of pessimism or optimism. If the rigidity operates in 
a period of bad business or depression, the rigidity may be helpful or it 
may be fatal. If it functions in a period of good business, it is likely to be 
only mildly injurious, at least for the time being. At any rate, the rigidity 
should be examined in the light of prevailing business conditions. 

In the brief and partial enumeration of examples of rigidities and non- 
rigid forces given above, there is no declared emphasis on any type of 
factor. The economist is inclined to stress costs and prices. The student of 
business would prefer to dwell upon policy and management as providing 
the more persistent and dangerous rigidities and also the more incisive and 
‘ar-reaching elasticities. Actual business shows how to carry on, even though 
there be new and rigid costs imposed from the outside. Some chain stores, 
‘or instance, have learned how to meet the problem of high wages and 
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taxes by not employing so many workers nor having so many units to tax. 
Some have shifted from corner stores to super-stores. As long as theirs 
is a policy of adaptation there can be little or no effective or dangerous 
rigidity in costs. Perhaps we might all find a challenge in the thought 
that most fatal rigidities lie in the hardening of the arteries of business 
executives. And, yet, we should at the same time recognize that there is a 
Plimsoll line beyond which it is dangerous for governments to go in heap- 
ing upon business burdens that become cumulatively intolerable. In other 
words, inside elasticities can be swamped by outside rigidities; and there is 
evidence in the world today that this is happening in certain countries 
where too much planning is under way. 


II 


Let us now turn to note some of the aspects of the historical development 
of rigidity, particularly during the middle ages. Many of the illustrations 
which we shall use are well known; it is chiefly the interpretations and im- 
plications that are novel. 

As we enter the middle ages, we find ourselves in a land of churches with 
holy incense rising on high. We feel that the affairs of this earth are judged 
with reference to another world. If under such circumstances we should 
find attitudes that are strange to us, we should not be surprised. 

The two time-honored business precepts of the medieval church are that 
men should charge only a just price and that, if they loaned money, they 
should charge no usury and ask for no worldly reward. As a medieval con- 
cept, the doctrine of just price was older than the doctrine of no usury but 
probably did not receive so much theoretical exposition. Both of these 
church precepts were rigidities in business that came from the outside and 
both cut deeply into the fabric of human relations. 

Just price was a fairly rigid concept from the fourth to the sixteenth 
century. The price of a commodity was to be just to the consumer in the 
long run. To be sure, the producer or trader was to be allowed to sell at a 
price that would return the cost of production and a moderate profit. On the 
surface, this application of the doctrine of just price appears to involve 
neither hardship nor rigidity. The hardship and the rigidity lurked, how- 
ever, in the interpretation of the cost of production. The churchmen of the 
middle ages thought of the cost of the production of each article; that is, 
considered the cost to be inherent in the commodity. Of course, the business- 
men could get along very well on cost plus moderate profit, until he suffered 
a loss. This loss, however, could not be made up on another commodity. The 
tendency, therefore, was to reduce profits on the average. This was unjust 
to the businessman. The whole doctrine offered justice, or perhaps we 
should say preferential treatment, to the consumer, not the producer. This 
involved a first-class rigidity or drag on business. Correction came only in 
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the sixteenth century when market price gained widespread acceptance both 
within the church and outside. Indeed, the great rise in prices during that 
century was to break down the whole underpinning of enforcement. 

The second church doctrine was “‘no usury’’; that is, no money was to be 
paid for the use of money. Obviously this rule would be a drag on business- 
men, especially traveling merchants who were typically in need of cash 
with which to fit themselves out with a cargo of goods. If a traveling mer- 
chant had suffered a shipwreck, or if his last venture had been unprofitable, 
he might have little or no capital with which to embark upon another voy- 
age. If he could not pay money for the use of the money which he might 
borrow, he obviously had little chance of getting a loan. This would have 
been serious; indeed, it would have dealt a death blow to the whole system 
if there had been no means of getting around the situation. 

The rigidity of the doctrine of no usury was lessened by sundry means of 
circumvention. One was the well-known partnership device whereby the 
lender of the money agreed to receive a share of the profits instead of a fixed 
rate of return for his loan. This circumvention arose outside of the church, 
and churchmen themselves participated in it. Indeed, the church itself came 
to make important exceptions. The most important of these was the doctrine 
of interest. According to this subterfuge, the lender of money gave the loan 
without charge for a short period and then was allowed to make a charge 
for the failure to repay at the fictitious date. This is well known and needs 
no further elucidation. The church also came to allow usury when great 
tisk was involved, as it certainly would be in the case of bottomry and 
respondentia loans. A further source of relief from the doctrine of no usury 
lay in the enforcement. No penalty was incurred by the borrower, only by 
the lender. Therefore, Jewish moneylenders were available for productive, 
as well as consumptive, loans. 

In the case of storekeepers and shopkeepers, or, as we might say, re- 
tailers and small industrial masters, loans were obtained in the form of 
sales’ credit. For instance, a London shoemaker in the late thirteenth century 
often purchased leather imported from Spain, on a credit arrangement of 
four quarterly payments. 

Even if we made allowance for such exceptions or exemptions or citcum- 
ventions, there was still a drag on business in the church doctrine of no 
usury. Just how much of a drag existed there is, of course, no means of 
determining. 

A second source of rigidity in business is found in the laws of towns, 
states, and empires. On the occasion of emergencies, states and empires 
passed laws that fixed prices. These occasions and laws are matters of record 
and need not be recalled here. The extent to which business was curbed 
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The English assize of bread and ale, the history of which is on record 
from the thirteenth to the nineteenth century, did not fix the prices of 
bread and ale absolutely, but only in relation to the price of the grain used. 
The importance of the law, then, lies in the limitation put upon the 
profits of bakers and brewers. To be sure, this was a rigidity which many 
bakers and brewers seemed to have felt involved great hardship. 

A notable example of the regulation of wages is found in England from 
1349 to the early nineteenth century. Economic historians have given much 
attention to the various national wage laws and their enforcement. Since 
the wages fixed were maximum wages rather than minimum, the employers, 
including businessmen, probably considered that they benefited from the 
situation. It is worth noting, however, that they found it necessary to pay 
wages higher than the legal maximum in order to get workmen. Accordingly, 
we can see an element of rigidity, a hurdle that had frequently to be jumped. 
We can pass lightly over the element of a restricted and rigid home market 
that the laws tended to create. No one thought of workmen and laborers as 
a very important potential market at a time when the middle-class and 
aristocratic consumers at home and abroad offered sufficient outlets for 
most goods. 

Medieval towns helped create rigidities for businessmen. Here lies a 
field for special study, a study of both direct municipal regulation and 
control through guilds. One direct regulation that is very pertinent to our 
subject is the law of towns that certain goods, such as wine, corn, and pro- 
visions, when brought into a port or a market had to be exposed for sale 
to the public for a certain period. After that term, the goods might be sold 
to dealers. This hampered both the merchant who imported and the te- 
tailer who wished to buy the goods for his trade. It created a rigidity that 
must have been irksome to the businessmen concerned. 

Let us leave to others the study of such rigidities imposed from the out- 
side, so as to be able to consider the inside situation; namely, the policy 
and management of the medieval businessman. Here lies a new field for 
the researcher. The subject should be considered with reference to two 
business systems—petty capitalism and mercantile capitalism. 

Petty capitalism is the earliest form of business. It is found alike in 
ancient and in medieval periods. It is the inner essence of town economy 
at its dawn. It is the regime of small units and narrow markets. It is the 
system of storekeepers and shopkeepers, pedlars and traveling merchants. 
It exhibits a high order of production technique and specialization of firms. 

The policies of petty capitalists are worthy of special study because of 
the rigidity found in them. The first we may mention is a high quality of 
goods, a policy adhered to by shopkeeper and storekeeper, artisan and te- 
tailer. The emphasis on quality arose from the close relationship betweca 
these businessmen and their customers, both meeting frequently in the same 
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town. The second policy was keeping opportunity open for all: a boy 
entered a trade as an apprentice, later became a journeyman, and then 
reached the highest point attainable—that of a small master. The third 
policy was the equality of masters: any master who sought to get ahead of 
his fellows was frowned upon, even restrained by regulations. The net 
result of these policies was a condition of rigidity that shut off growth and 
expansion. In the case of pedlars, hucksters, and traveling merchants a 
similar result arose out of the circumstances of moving about the country. 
So long as adventure and business were mingled in such dangerous pro- 
portions, there was possible only a rigid condition of smallness. 

In the management of petty capitalists we also see a rigidity that coincided 
with the rigidities arising out of policies. The petty capitalist was not only 
a small master, industrial or commercial, but he was also the foreman and 
chief workman. Accordingly, there was little chance for progress. While 
the small firm might itself be highly specialized, for instance, engaged in 
making brown bread or peddling onions, the persons within the firm were 
not specialized. The lack of individual specialization and differentiation is 
a source of business rigidity. The reason for this is that when the small 
master is engaged in labor he cannot plan or manage very successfully 
and especially cannot expand or make far-reaching improvements. 

Besides the individual firm in the regime of petty capitalism there was the 
industry represented by the craft guild. It is true that the guild has received 
too much attention from economic historians and the firm too little. Still, 
the guild and the industry behind it deserve consideration at this point. Two 
industrial policies may be mentioned that are pertinent to the subject of 
rigidity in medieval business. One is the exclusion of outside or alien 
businessmen from the retail trade of the town. The other is the exclusion of 
one craft or trade from another's field; for instance, the cobblers must only 
repair not make shoes. 

A lot of study might be directed toward the rigidities of petty capitalistic 
firms and their industries. We should find, however, none too much in- 
formation on the subject of wages and prices for the purely petty capitalistic 
regime. 

When we turn to mercantile capitalism, which lasted from about the 
thirteenth to the early nineteenth century, we find that the whole picture 
changes. The emphasis is no longer on rigidity but on flexibility. This 
change is notable and deserves close attention. But first let us consider briefly 
what the new system was. 

The system of mercantile capitalism saw the beginning of big business 
and wider markets. It was created by the sedentary merchant whose whole 
career was in marked contrast to that of the traveling merchant of the 
system of petty capitalism. This sedentary merchant used his energy and 
talent not in travel but in careful administration of his business and control 
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of small masters, such as we noted when considering petty capitalism. The 
greatest of the sedentary merchants became merchant princes, such as the 
Medici of Florence and the Fuggers of Augsburg. 

One of the notable achievements of the sedentary merchants was to make 
the craft guild over into a greater guild or livery company in which the big 
merchants dominated. Henceforth, the guild rules tended to put less 
emphasis on quality of goods and none on equality of guildsmen. The piece 
wages of subordinate handicraftsmen were often regulated downward. In 
such cases we find elements of rigidity and these should be freely admitted. 
Similarly, we find rigidity in the outlook of most sedentary merchants in 
so far as they thought primarily of foreign markets. To them there was little 
chance for expanding home markets: for instance, they would regulate 
wages downward without any thought that they would lose any customers; 
for, to them, the chief market was found in the middle and higher classes 
abroad, as we have already noted. This attitude was reflected in the doctrine 
and policy of the later national mercantilism. 

The elasticity found within mercantile capitalism is more notable than 
the minor elements of rigidity just considered. The sedentary merchant had 
relatively little fixed capital and overhead. He had few employees. It is 
true that he owned ships or shares in ships, but in times of depression he 
could tie these up and leave the masters and sailors to look after themselves. 
It is true that he controlled many small industrial masters and many miners, 
fishermen, and lumbermen. These, however, could look after themselves 
when times were hard, for they commonly had a second source of sustenance 
in small homesteads and gardens. At any rate, they did look after them- 
selves in a depression. 

The sedentary merchant broke down the old-time regulation against going 
outside of the town for manufactured wares. Instead of employing the 
skilled small masters of his town, operating according to the spirit of the 
old craft-guild rules, he often turned to the less skilled handicraftsmen of 
the country who would charge less for their output and would manufacture 
less expensive goods for a market of lower tastes than his fellow townsmen 
possessed—often indeed for the use of colonists and colonial slaves. We 
may think harshly of the merchant for debasing standards of workmanship, 
but we must praise him for his flexible ideals in marketing. 

The sedentary merchant, who was the nerve center or brain of met- 
cantile capitalism, was almost as flexible in policy and management as any 
businessman could be. Perhaps this is why his system had the longest life of 
any system of business known to history. In war and depression he could 
lie low as soon as his ships came in. He had a wide choice of market 
in which to buy and sell. He performed so many economic functions that 
he could easily curtail one and emphasize some others. If a long period 
of hard times seemed ahead, he could and did turn to commission agency 
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rather than remain a risk-taker. If in his country shipping seemed more 
profitable than trade, he had ships built for him and carried goods for 
others at home or abroad, except where prohibited from doing so. He acted 
alone or joined a regulated company somewhat at will. He shifted from the 
management of his own business to investment in joint-stock companies. 
So flexible was his concept of business that he regarded the single venture 
as the basis of trade. To be sure, this became a rigidity in the development 
of continuous enterprise under the great trading corporations. On the whole, 
we can say that the sedentary merchant formulated his policy in such a way 
as to avoid heavy commitments in any one place so that he might be able 
to turn quickly to the most profitable and safe enterprise open to him. 

We have now observed that, while petty capitalism was rigid, mercantile 
capitalism was elastic. If we were to go on into the more modern period, we 
should probably find that the system following mercantile capitalism, name- 
ly, industrial capitalism, was quite rigid, and that the next system, financial 
capitalism, was elastic. Coming to the present time, we find that the current 
national capitalism promises to be rigid. If this is so, then there is an 
alternation in the history of business behavior that deserves special attention. 
It may be that a rigid system tends to beget one more elastic, and vice 
versa. At any rate, our look into the middle ages suggests this alternation. 


Possibly other speakers on this program will deal with the question of the 
later rhythm in this aspect of business history. 
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RIGIDITIES AFFECTING BUSINESS IN THE SIXTEENTH 
AND SEVENTEENTH CENTURIES 


By VIOLET BARBOUR 
Vassar College 


The sixteenth and seventeenth centuries in European history constitute 
a period of transition from medieval economic conditions to the more rapid 
and striking making-over of the eighteenth and nineteenth centuries. In 
business as in other fields of living medieval rigidities were breaking down 
and new ones were forming, but these latter were not to reach full effec- 
tiveness until the succeeding period. 

The great basic changes which were transforming the economy of Europe 
in this time are so well known that they may be very summarily enumerated: 
first, the wider scope and greater volume and continuity of trade relation- 
ships; second, the ancient authority of the church challenged throughout 
Europe and from several northern countries finally expelled; third, the 
steep increase of the stock of precious metals on which European com- 
mercial exchanges turned, upsetting prices and providing new incitements to 
business enterprise; fourth, conspicuous technical progress evident alike in 
agriculture, mining, transport, and manufactures; finally, the assertion of 
the authority of the state in the economic as in the political sphere. 

Of these changes the first four tended clearly towards the emancipation 
of business from restraints to which it had been subject in the middle ages, 
such as the limited or static market, with long-distance commercial inter- 
course passing through the bottleneck of the fairs; the dead hand of the 
church withholding great properties from exploitation; the insufficienc 
of specie, and the difficulty of concentrating capital for large undertakings; 
the small disposable surplus of goods produced by handicraftsmanship. 
Even the trend towards economic nationalism, though it imposed its own 
substantial curbs on business, offered some mitigations—though less than 
one might expect—of the particularism of guild and town. 

But historic change is never abrupt, and even when circumstances have 
changed, ideas, attitudes, and institutions which belong to the past are dis- 
covered enjoying a prolonged afterglow. In this early modern period out- 
moded ideas, like those of just price and the sinfulness of usury, had left 
their marks in laws and ordinances against regrating, and in those which 
fixed a maximum rate of interest. The prejudice against brokers and middle- 
men was still finding its way into law in the seventeenth century. The idea 
that the purpose of industry was to supply a livelihood to the artisans con- 
cerned in it, lingered on in the principle that the more hands employed 
in a manufacture, the better. With a nagging persistence guilds continued 
to enforce apprenticeship and antiquated restrictions on employment and 
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enterprise. Towns still adhered to narrow exclusive policies towards crafts- 
men from other towns or other lands. And town and state vied in pre- 
scribing to the consumer what he should eat, wear, and be buried in. All 
these, to be sure, were crumbling rigidities, which the dynamic forces of 
the age might drive through or work around. 

In the merchant capitalist’s adjustment to the new vastness of the world 
of trade, there is a curious rigidity of outlook. From the preceding period, 
when markets were relatively static, he inherited the concept of a fixed, 
inelastic volume of trade. This assumed that the domestic market could not 
be expanded, and that foreign markets were to be captured, not developed— 
an assumption which helped to embitter the rivalries of international trade, 
and to justify predatory methods in that field. 

Just what results ensued to business from the religious struggles by which 
Europe was riven in this period is a subject on which historical controversy 
rages. It is clear that the liquidation of the property of the church, where 
it occurred, broke up a rigid, conservative landlordism in favor of a more 
elastic capitalistic exploitation of those resources. The abolition of saints’ 
days and the condemnation of mendicancy in Protestant countries helped 
to create a workaday world favorable to business enterprise. Religious wars 
and persecution, by impelling many thousands of merchants, moneyed men, 
and artisans to settle in foreign lands, made an inestimable contribution to 
the advancement and versalitility of business in several countries through 
the dissemination of techniques and business experience and their adapta- 
tion to new environments and opportunities. The rise of competitive in- 
dustry owed much to this transplanting and assimilation; finance and com- 
merce scarcely less. It is possible that political and social discriminations 
applied to religious minorities—to Jews very generally, to Huguenots in 
France, and to dissenters in England—had the effect of channeling their 
energies and ambitions into business enterprise, an inviting field left open 
to them. How curiously religious rigidities were carried over into business 
is illustrated by the marked tendency in these same religious minorities to 
confine business relations to coreligionists. 

When one examines the merchant’s world in this period, it is evident that 
business was carried on in the face of constant risks, of which so-called 
“acts of God” constituted a minor, and acts of kings, governments, and 
officialdom generally, a major part, these latter ranging from petty ex- 
tortion by petty officials to confiscation of the merchant’s goods, the loss of 
his liberty, or even his life. One way to minimize these risks was by keeping 
one’s business small and well in hand. Colbert used often to deplore the 
cautious conservatism of French traders, absorbed in their petites affaires. 
For a more ambitious program a certain amount of elasticity was secured 
by a careful distribution of risks. Even the great merchants of this period 
made a point of having a variety of irons in the fire. This was to forego 
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the advantages of specialization and continuity, but one could hope for a 
balance of good fortune over ill. 

A condition rigid in itself which encouraged versatility in the conduct of 
business was the seasonal nature of trade. This was true not only of com- 
merce in such commodities as grain, wine, and fish, but of trades condi- 
tioned by natural factors affecting navigation, particularly wind and ice. In 
addition, several highly important branches of commerce were carried on 
seasonally by means of great fleets which sailed and returned together, 
denuding markets of certain kinds of commodities on their departures, and 
flooding them with certain others on their returns. Convoy set up rigidities 
of a similar kind. Even land travel and transport were largely seasonal 
because of the condition of roads in winter. In the middle ages the fairs had 
played a famous role as centers for seasonal interchanges of commodities. 
They were still numerous and frequented in the seventeenth century, but 
the greater volume of European trade either sought its markets directly, or 
else had recourse to such great all-the-year-round emporia as Antwerp was 
in the sixteenth century and Amsterdam in the seventeenth. 

A grave handicap to an enterprising merchant, and one which must 
have made for business rigidity, was the difficulty of securing immediate 
and reliable information on such vital matters as rates of exchange, prices, 
and market conditions. However, this age was impressed, not by the diff- 
culties of communication, but by the vast improvement in the speed, fre- 
quency, and certainty of intercourse, notably in the development of postal 
services, which enabled merchants to manage their foreign business by 
correspondence with factors or commissioners in other countries. The lists 
of current prices published first in Antwerp, later in Amsterdam, and possi- 
bly in other trading cities, were unquestionably a great help to foreign 
as to local merchants. Newspapers devoted to trade began to appear only 
in the late seventeenth century. There were plenty of itineraries and al- 
manacs which indicated roads, provided tables of distances between towns, 
information about fairs and markets, and other useful data; plenty of 
manuals, also, to instruct the trader about coins, weights and measures, 
contraband regulations, tariff rates, and the forms of bills of exchange, with 
much besides. 

When one studies the organization of trade in this period, one finds the 
facts dividing and marching off in opposite directions. The individual 
merchant trading for himself, the self-made merchant entering upon trade 
without benefit of apprenticeship, the interloper who traded as he pleased— 
all are frequently encountered. So is the private partnership, though its 
history and fortunes elude the historian. Oldest, most common, and most 
elastic of all trading associations is the family, whether its members traded 
in partnership on a common stock or severally in loose co-operation. I have 
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already mentioned the tie of a common religion as it was honored among 
businessmen. 

The decay of certain fairly rigid and often expensive organizations, such 
as the old confraternities and associations on the pattern of the English 
regulated companies, and of courts and factories of merchants living to- 
gether in extraterritorial isolation in foreign lands, encourages the supposi- 
tion that such costly and repressive organization—now that the privileges 
which once accompanied it were being withdrawn—was felt to be burden- 
some. The increase of independent trading is attested—as it is furthered— 
by the growth of brokerage and commission business, and of such marketing 
facilities as the exchanges (bourses) in the more important centers of trade. 
The expansion of credit and the standardization of the form and handling 
of remittances by bills of exchange tended in the same direction. 

The status and rights of merchants trading abroad were in process of 
definition through commercial treaties, and though insecurity was still the 
rule, there were positive protections in the recognized principles of law 
merchant and in the institution of courts merchant in many trading cities 
on the continent. 

In opposition to the forces which encouraged a free, elastic conduct of 
business, there were others which worked towards a tighter, more rigid set 
of conditions. Of these latter one may notice the increasing intrusiveness 
of the state in business, and the increasing domination of capitalism. 

The rigidities imposed on business by the complex of policies known as 
mercantilism are familiar to historians and economists. Many of these 
policies originated as devices to check more or less extensive foreign penetra- 
tion. As such, they had the general support of native merchants and in- 
dustrialists, though specific policies and the burdensome machinery of 
regulation and enforcement might be condemned. In countries in which for- 
eign competition was not seriously felt, as in the United Provinces, 
mercantilism was actively resisted by businessmen, especially by mer- 
chants and capitalists. In France the economic nationalism associated with 
the name of Colbert became so doctrinaire and inflexible as to provoke a 
reaction towards freedom among businessmen at the close of the seven- 
teenth century. In England mercantilism in this period was more piecemeal 
in formulation and more flexible in operation than it was to become later. 
When seriously inconvenienced, merchants resorted to smuggling, bribery 
of officials, or some other form of evasion. Sometimes governments co- 
operated in this evasion through licences or through dispensations or sus- 
pensions of the measures objected to. Dutch merchants who were less 
nationalistic than their rivals in other lands, often got themselves natural- 
ized in the countries to which they traded, in order to obtain the privileges 
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of natives. But for the expansion of trade to include other continents 
and the rise of colonial markets, the rigidities implicit in mercantilism 
would have been more sharply felt. 

Because business in this period learned to look to the state for protection, 
privileges, and opportunities of many kinds, it gave in return financial 
support to the state, and at last became inextricably committed to the 
maintenance of the public credit, a rigidity from which it was never again 
to be free. On the other hand, in the more commercial countries, business 
had a voice in the formulation of economic policies. 

Small independent business was now finding itself caught between the 
upper millstone of the state and the nether millstone of capitalist enterprise. 
The pressure of the latter was felt in various ways. If the rise of the metro- 
politan market offered opportunities with one hand, it took away trading 
freedom and the autonomy of the local market with the other. Provincial 
business became slowly conscious of its servitude to the concentrations of 
wealth and trading power in Amsterdam and London. It was provincial 
resentment that put up the stoutest fight against trading monopolies in 
the two leading commercial countries in the seventeenth century, and was 
able to set limits to the partitioning of world trade among groups of 
metropolitan capitalists. 

But though chartered monopoly was checked in England and the Nether- 
lands, unchartered monopoly was vigorous in these as in other countries. 
Sometimes it was represented by rings of wealthy merchants ‘‘understanding 
one another’ as Sir George Downing put it; sometimes by middlemen’s 
associations, as the factors of Blackwell Hall or the Woodmongers’ Com- 
pany of London or the Mercers’ Corps of Paris; sometimes by cartels such 
as appeared in German mining and metallurgical industries in the sixteenth 
century; in the seventeenth century by emissaries of Dutch capitalism who 
bought up French wines in advance of the vintage; and by those speculators 
who cornered supplies of certain commodities on the Amsterdam Exchange. 
Combinations of employers frequently dominated guild or company or- 
ganization. Even where there was no incorporation, one finds in certain 
urban industries a disposition of employers to combine in a common em- 
ployment and wage policy. This disposition was not seldom reinforced by 
the solidarity—in some instances the identity—of the employers with the 
municipal government. 

In the larger enterprises of the period, the role of capital becomes in- 
creasingly passive: that of creditor, rather than participant. It finances the 
great trading companies, but gradually withdraws from trade. It builds 
and equips ships, but does not necessarily own or operate them. It buys 
and sells commodities, not to trade in them, but for speculative profits. 
Insurance, which used to be an avocation of merchandising, retires from 
that association. The practice of paying dividends in commodities is de- 
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clining. There is a free movement of capital from one country to another. 
The solution of the problem of financing joint-stock companies by making 
the capital permanent, but enabling the investor freely to sell or transfer 
his shares, is in line with these developments. 

This mobile and elastic capitalism owed much to the rise of metropolitan 
money markets in conjunction with commodity markets. Towards the end 
of the sixteenth century Amsterdam succeeded Antwerp in this capacity 
and began to draw capital for investment from many parts of Europe. 
This attractive power was much enhanced by the founding of the Bank of 
Amsterdam in 1609, for the stabilization of exchange and for security of 
deposit. The ease with which credit could be transferred on its books was a 
sensible alleviation to the drags on business involved in the liquidation of 
transactions in cash and to the insecurity of the merchant’s strongbox. The 
example of this bank stimulated the expansion of public and private bank- 
ing in other countries, and the circulation of banknotes, checks, and other 
forms of paper credit. 

But if finance is more mobile and flexible than ever before, the structures 
which it helps to build in commerce and industry by their very size, or their 
complexity or specialization, take on rigidities in the forms of fixed assets 
of plant and equipment, of numerous trained personnels, and of ac- 
cumulated stocks of raw materials and finished commodities. The rise of 
the joint-stock company, while it indicated that business had raised its 
capacity to finance large-scale enterprises, did not necessarily mean more 
flexible organization of the enterprises themselves. Some of the joint- 
stock companies were in fact extremely clumsy in organization. 

Although industrial production was still generally organized under the 
domestic system which, as Mr. Gras has pointed out, retained a considerable 
degree of flexibility especially when operating in rural areas, the workshop 
appeared more frequently than in the late middle ages. Certain industries 
were of necessity shop industries, requiring extensive equipment and storage 
facilities. Metailurgical industries are in this class, as well as printing, glass- 
making, sugarbaking, etc. There were also many textile workshops, organ- 
ized to draw together the processes dispersed among the crafts, to speed and 
standardize production, to reserve a supply of skilled labor against competi- 
tion from other employers, and sometimes to guard technical secrets. These 
advantages were partly offset by such rigidities as the heavy investment in 
fixed assets, the current overhead, and the difficulty of providing employ- 
ment throughout the year. 

The period of the sixteenth and seventeenth centuries was one of elastic 
price movements, partly because of the strong though uneven impact of 
American silver on European prices, partly because of changes in transport 
tacilities and the rise of competitive industries breaking their way into 
hitherto self-contained price areas. Manufacturers engaged in these competi- 
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tive industries possessed surprisingly exact information about prices of raw 
materials, wage rates, and retail prices prevailing in other countries. Amster- 
dam prices and Dutch freights supplied an element of firmness which was 
felt throughout Europe and even in other continents, stabilizing rather than 
rigid. 

Though the general movement of prices was steeply upward from the 
middle of the sixteenth to the middle of the seventeenth century and more 
quietly upward in the second half of the seventeenth, some commodity 
prices were going down, the market being better supplied or partly taken 
over by other commodities. Thus sugar, tobacco, spices, and dyestuffs be- 
came cheaper, but supplies of tea, coffee, and chocolate appear not to have 
kept up with demand in the late seventeenth century. Wool was cheaper 
in England because of the embargo on export, and dearer, for medium-fine 
grades, in France and the Netherlands. Cloth prices were affected by the 
vogue of stuffs, mohairs, silks, calicoes, and fine linens, but also by inter- 
national competition in this industry. The substitution of coal for wood in 
certain industrial processes in England, tended, as Mr. Nef has shown, to 
cheapen production. 

Certain rigid factors intervened in the movement of prices: governmental 
restraints on export or import; pressures on dealers and retailers not to 
handle foreign goods, as in France under Colbert; tolls, tariffs, excises, and 
staple rights; prohibitions of certain machines or techniques; and attempts 
to fix wages. A heavy burden of regulation on any industry necessarily 
affected the prices of commodities produced. Monopolistic efforts to force 
up prices of easily engrossed commodities occurred not infrequently, and 
were in some cases countered by the opening up of new sources of supply. 
Local efforts to fix prices were generally unsuccessful, except in the case 
of foodstuffs sold in controlled urban markets. State governments were able 
to influence prices, especially through export and import regulations, but 
efforts to fix them usually failed. On the whole, prices were competitive. 

That wages lagged behind prices, though with a general upward trend 
during this period, is the general assumption of historians, but more de- 
tailed work needs to be done on this subject before we can speak with 
certainty. It is quite possible that in some occupation—that of seamen, for 
instance—wages kept pace with prices. As in the case of prices, there is 
much cross reference from country to country concerning wage fates in 
competitive industries, from which we gather that money wages were high- 
est in Holland, followed by those in England, France, and the Scandinavian 
countries, in the order named. The discrepancy between real wages in 
Holland and in England was probably not far from reversing the relation 
of the two countries as to money wages. For in Holland taxes bore heavily 
on the poor man. The restriction of industry to the towns was a factor in 
the high figure of rents. The omnicompetence of the city fathers in fixing 
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wages and the facts that Dutch industries were based on imported raw ma- 
terials and competed with products of cheaper labor in other lands, con- 
tributed all the elements necessary to extreme rigidity. Something was 
gained, especially in the textile industries, by the introduction of labor- 
saving machinery, and by ingenious processes which improved the quality 
or appearance of goods without increasing costs; also by the organization 
of workshops to effect economies. But these adaptations did not prevent 
the depression of wages in Leyden, and perhaps in other industrial towns, 
to a point which reduced skilled craftsmen to pauperism. Indeed, Dutch 
towns did not hesitate to employ pauper, delinquent, and child labor as a 
means of reducing labor costs, with grave results not merely to the standard 
of living of artisans but to domestic purchasing power and the adjust- 
ment of tax burdens. It is not surprising that under these circumstances we 
have combinations of employers to enforce the wage scale on the one hand 
and strikes and labor agitation on the other. The emigration of Dutch 
entrepreneurs and craftsmen to other lands was a common form of escape 
from the pressure of these conditions. 

In England it is evident that the regulation of wages under the Statute 
of Apprentices was insufficient to maintain the rigidity envisaged in the 
face of the general rise in prices and a lively though sporadic demand for 
skilled labor. Since it was possible for industry to escape from the monopo- 
listic and regulatory policy of corporate towns, there was a more flexible 
movement of wages in response to prices, labor supply, and market condi- 
tions than in the Netherlands. What effect the rigidity involved in the Act 
of Settlement had upon the labor market, and so upon wages, cannot be 
exactly known. Its greatest effect was probably in immobilizing a con- 
siderable part of the available supply of unskilled labor. The combination 
of husbandry with craftsmanship widely practiced in England must have 
provided an element of flexibility in the craftsman’s dependence on his 
employer. Perhaps this explains the fact, so often complained of in seven- 
teenth-century England, that the poor would not work. 

In conclusion, one may venture the generalization that the greatly en- 
larged orbit of trade made for flexibility in business, but that inherited 
outlook, vested interests, and the trends towards economic nationalism and 
towards a capitalistic domination of trade and industry, set up counter- 
rigidities. The greater size of commercial and industrial undertakings in 
this period made for complexities of organization, and so for rigidity. Since 
the production of goods is usually a more bulky business than finance, trans- 


Port, or marketing, it is natural that industry should have taken on more 
rigidities than other business activities. 
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THE GROWTH OF RIGIDITY IN BUSINESS DURING 
THE EIGHTEENTH CENTURY 


By EARL J. HAMILTON 
Duke University 


Although the revolutionary changes in economics, politics, religion, and 
science magnified the problem of business rigidity in most countries of the 
Western World, attention will be focused upon England, where the eco- 
nomic changes were the greatest and the economic history is the best. Series 
of commodity prices are the only available statistics either extensive or te- 
liable enough to warrant an attempt to measure quantitatively the trend of 
rigidity. Even these data will not disclose minute gradation, but changes in 
the first and second halves of the century can be roughly compared. Owing 
to the scarcity of information, the trends of the chief factors, such as guild 
regulations, navigation acts, settlement restrictions, industrial concentration, 
and mercantilism, presumably making for rigidity will be discussed upon an 
a priori basis. Little verification of how each force actually worked is possi- 
ble; hence a considerable margin of error vitiates most of my conclusions. 
Can one be positive that the decline of the craft guilds, for example, in- 
creased the flexibility of business—that an enlightened guild might not 
have been more, rather than less, adaptive to change than were independent 
craftsmen? 

The discovery by Hutcheson, Hume, and Smith of the benevolent deity 
which harmonized egoism and altruism, individual and social interests, the 
development of the social compact by Locke and Rousseau, and recognition 
of the infallible natural order by the physiocrats—all these, together with 
the ineptitude, incompetence, and favoritism of the irresponsible ruling 
cliques, enthroned laissez faire in social thought. But a wide chasm separated 
theory from practice. Adam Smith speaks of mercantilism as “the modern 
system” that “is best understood in our own country and in our own times.” 
Long awaited and enthusiastically received by intellectuals and a few en- 

lightened statesmen at home and abroad, the Wealth of Nations was not 
without immediate influence; but, as Professor Cunningham pointed out, 
it was years before its full influence on English commercial policy was felt.’ 
More than eight years elapsed before a member of Parliament appealed 
to Smith’s authority in a debate and more than eleven before he was quoted 
by a member who had read his work or was sympathetic towards his ideas.’ 
It was not until 1797 that Pulteney declared that Smith would persuade his 
own generation and govern the next, and this was a prediction rather than 
an impression of accomplished fact. 


* Wealth of Nations (Cannan ed.; London, 1904), I, 395; Il, 125. Cf. F. L. Nussbaum, 
A History of the Economic Institutions of Modern Europe (New York, 1933), 233. 
* Growth of English Industry and Commerce (London, 1903 ed.), II, 597. 


* John Rae, Life of Adam Smith (London, 1895), 289-290. 
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The English craft guilds, which had already lost much of their control 
over manufactures before the close of the seventeenth century,‘ declined 
gradually in the first half of the eighteenth and rapidly in the second half. 
The guilds remained important in some localities and industries through- 
out the eighteenth century and were not legally extinguished until the 
Municipal Reform Bill of 1834 threw open merchandising and the handi- 
crafts in all boroughs; but by 1750 they had largely lost their authority to 
compel membership and to search the premises and inspect the wares of 
guildsmen. Boroughs were often unwilling to sustain monopolies against 
outsiders, and in some instances men might even choose membership from 
among several guilds in order to practice a given trade.* But Miss Kramer® 
and Professor Heaton’ have shown that as the guilds declined many of 
their supervisory functions were superseded by regulatory acts of national 
or local government and by the surveillance of producers’ associations such 
as the Worsted Committee formed in 1775. 

By 1751, as shown by the report of a Parliamentary committee appointed 
“to inquire into trade and manufactures,” sentiment had reacted notably 
against the Elizabethan Statute of Apprentices. Nonenforcement and piece- 
meal legislation had sapped its strength.’ But “at the beginning of the 
nineteenth century the apprenticeship system . . . was still a living reality,’’® 
and the Statute was not repealed until 1814 and then not without a struggle. 
Throughout the eighteenth century indictments were brought in many 
places against those who took up a trade to which they had not been ap- 
prenticed.*® In 1756 the hammermen’s guild of Glasgow barred James Watt 
from exercising his craft as a mathematical instrument maker in the city 
because he had not served an apprenticeship in their organization in spite 
of the fact that a year earlier he had failed to find a single man in Glasgow 
capable of teaching him his craft. When Parliament failed, in 1793, to 
prohibit the introduction of Cartwright’s wool-combing machinery, “the 
only relief which was given to the wool combers was that of relaxing 5 
Elizabeth c. 4 in their favour, and allowing them to apply themselves 
to any trade in any part of the kingdom without new apprenticeship.”™ 
Eden'* denied Adam Smith’s contention that many large incorporated towns 
excluded workers who had not served an apprenticeship, but apparently 
localities that nullified the Statute of Apprentices enjoyed a competitive 

*G.N. Clark, Science and Social Welfare in the Age of Newton (Oxford, 1937), 102-104. 

“Stella Kramer, The English Craft Guilds (New York, 1927), 139-142, 161-175, 180, 
186; W. Cunningham, op. cit., II, 203, 206, 310-311; E. Lipson, Economic History of 
England (London, 1931), III, 235. 

OP. cit., 139-142, 181. 


_ Yorkshire Woollen and Worsted Industries (Oxford, 1920), 405, 414-420, 423, 434-435. 
, Stella Kramer, op. cit., 175; E. Lipson, op. cit., III, 290-291. 
a: Cunningham, op. cit., Il, 43, 659-660. 
8 E. Lipson, op. cit., III, 290-291. 
mf Cunningham, op. cit., Il, 652. 
State of the Poor (London, 1779), I, 436-437. 
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advantage as late as 1779. In that year the remarkable economic develop- 
ment of Leeds, Manchester, and Liverpool was attributed to its nonenforce- 
ment and to the absence of settlement restrictions.** Textile workers, 
crushed by the new machinery, made an effort to revive the legal assessment 
of wages near the close of the eighteenth century, but assessments were 
then a mere legal curiosity. Outside Yorkshire they had little vitality after 
the Restoration.** 

The Law of Settlement, which permitted the forcible removal to his 
home parish of anyone occupying a house of less than 10 pounds annual 
rental who might become a public charge, may have been haphazardly en- 
forced; but there is strong reason to believe that from the date of its enact- 
ment, in 1662, to its relaxation, in 1795 (by the provision that a worker 
might not be returned to his original parish without actually having become 
a public charge), the mobility of labor even into country districts was ma- 
terially impeded. To quote Lipson: 


A petition presented to Parliament on behalf of the iron-master, Wilkinson, reflects the 
difficulties to which the settlement laws gave rise: it asked that his men ‘“‘might be deemed 
extra-parochial in order to avoid their removal to their respective settlements.”™ 


To promote flexibility in the adjustment of the supply of labor to the 
demand for it, Adam Smith made the following proposal: 


Let the same natural liberty of exercising what species of industry they please, be restored 
to all his majesty’s subjects, in the same manner as to soldiers and seamen; that is, break 
down the exclusive privileges of corporations, and repeal the statute of apprenticeship, 
both [of] which are real encroachments upon natural liberty, and add to these the repeal 
of the law of settlements, so that a poor workman, when thrown out of employment either in 
one trade or in one place, may seek for it in another trade or in another place, without 
the fear either of a persecution or of a removal, and neither the public nor the individuals 
will suffer much more from th occasional disbanding [of] some particular classes of 

16 


manufacturers, than from that of soldier 

It seems safe to conclude, however, that no matter how large the im- 
pediments to the mobility of labor imposed by the guilds, the Statute of 
Apprentices, and the Law of Settlement may have loomed in 1776 they 
were less formidable than at the beginning or even at the middle of the 
century. The guilds declined throughout the century, and the Statute of 
Apprentices was gradually undermined by legislation and local nullification. 
With the spirit of natural liberty in the intellectual air, it became incteas- 
ingly difficult to enforce the Law of Settlement and other legislation 
shackling labor. At the same time the displacement of peasants by the 
rapid course of enclosures and the agricultural revolution, the growth of 
population, the competitive efficiency of the new machinery, the redistribu- 
tion of industry to exploit new resources under the stimulus of invention, 
and a catastrophic decline in the rate of real wages combined to increase 
the responsiveness of labor to economic change. Forces powerful enough 
to compel labor to submit to the hated factory discipline were not Jacking 


E. Lipson, op. cit., II, 2 “ Cunningham, op. cit., II, 43. 
* E. Lipson, op. cit., III, 4 * Wealth of Nations, I, 435. 
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at the close of the century, when the textile and metallurgical inventions 
gave rise to large-scale enterprise. 

Early in the eighteenth century there was a surprisingly lusty impulse 
toward unionism in mining and in the textile and metallurgical industries. 
As early as 1726 the organization of woolen workers was important enough 
to evoke an Act of Parliament ‘‘to prevent unlawful combinations of work- 
men employed in the woolen manufacture,” and by 1738 there were com- 
plaints of frequent rebellions among the organized nail-makers. The last 
four decades of the eighteenth century witnessed the rise of friendly so- 
cieties in the textile industries and frequent strikes and other trouble from 
organized labor in mining and the metal trades.’* But the introduction of 
machine technique weakened the tendency for skilled handicraftsmen to 


organize, which became manifest before the beginning of the Industrial 
Revolution. As Bowden points out: 


The peculiar significance of the age of machinery in relation to the organization of the 
working classes is to be found in the fact that it introduced conditions favorable for 
organization among practically all groups of workers, skilled and unskilled alike. The 
obstacles in the way, and in particular the increasing rigor of hostile laws, prevented these 
inherently favorable conditions from giving rise to effective organizations openly avowing 
trade-union purposes among either the older handicraftsmen or the new types of industrial 
workers, till long after the close of the eighteenth century.” 

Apparently nascent trade unionism imposed no serious obstacles to the 
responsiveness of labor to economic change. 

The movement of goods within England was not hampered by the 
internal customs barriers and outright prohibitions against domestic ship- 
ments of certain articles which obstructed trade on the continent; and there 
was no important merchant guild in England during the eighteenth century. 
Under the Georges the opposition to monopoly on the part of the English 
public was too great to permit the chartering of new companies with ex- 
clusive privileges, but for one reason or another the existing concerns such 
as the East India Company, the African Company, and the Hudson’s Bay 
Company retained their monopolies.*® Adam Smith believed that trade 
with America had been and was worth more to Europe than that with the 
East Indies despite the denser and more civilized population and, therefore, 
the greater potentialities of trade with the Orient. For in all countries the 
East India trade was confined to companies with exclusive privileges; 
whereas the trade from each mother country to her American colonies was 
iree to every citizen on equal terms.?° The voluminous literature denounc- 
ing the great privileged companies for exploiting the producers of their 


exports and the consumers of their imports tends to confirm their indict- 
"Paul Mantoux, La Révolution Industrielle (Paris, 1906), 60-61; T. S. Ashton, Iron 

and Steel in the Industrial Revolution (Manchester, 1924), 205-206; Adam Smith, op. cit., 

', 69; E. Lipson, op. cit., II, 391-409; H. Heaton, op. cit., 432. 

_ Witt Bowden, Industrial Society in England towards the Close of the Eighteenth 

Century (New York, 1925), 294-295. 


., David Hannay, The Great Chartered Companies (London, 1926), 238, 242-245. 
Wealth of Nations, I, 414-415, 
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ment by Smith for restraining trade, but we lack clear evidence as to 
whether the monopolistic restrictions of the privileged companies increased 
or decreased during our period. 

Combinations of capitalists, which presumably increased in number and 
strength (as the scale of operations expanded, the importance of capital 
rose, and the concentration of industry progressed) with the advance of the 
century, may have been a significant factor in business rigidity. Says Adam 
Smith: 


We rarely hear of the combinations of masters, though frequently of those of workmen. 
But whoever imagines, upon this account, that masters rarely combine, is as ignorant of 
the world as of the subject. Masters are always and everywhere in a sort of tacit, but 
constant and uniform combination, not to raise the wages of labour above their actual 
rate. To violate this combination is everywhere a most unpopular action, and a sort of 
reproach to a master among his neighbors and equals. We seldom, indeed, hear of this 
combination, because it is the usual, and one may say, the natural state of things which 
nobody ever hears of.” 

Owing to common law prohibitions, the hostility of public opinion, and 
the ease of maintaining secrecy, we have little information concerning 
actual combinations in restraint of trade. Adam Smith said he knew “under- 
takers of some particular works’’ who had strong enough hold upon the 
supply of their goods to justify the payment of bounties upon exports out 
of their own pockets. “This expedient succeeded so well, that it more than 
doubled the price of their goods in the home market.”*? Unfortunately, 
he gives no hint as to the identity of these combinations. 

A number of statutes to clarify the Navigation Acts were passed, and 
they were occasionally suspended after 1783; but they were not repealed 
until 1849, and no legislation or orders in council between 1663 and 
Huskisson’s reforms in 1822-23 fundamentally altered their protection 
to English shipping. To secure revenue, procure valuable materials for 
shipbuilding and for manufactures, and to injure France (a mercantilist 
rival), England greatly extended the list of enumerated articles during the 
eighteenth century. Even in 1764 many goods were added, and enumeration 
was extended to the northern colonies hitherto exempt.** 

The prohibition of the importation of live cattle, except from Ireland, 
continued in force to the close of the century; and foreign grain was ex- 
cluded from English markets in normal years until 1845. Almost a decade 
of agitation by the Anti-Corn Law League (led by Cobden and Bright, 
two of the ablest propagandists England has ever produced), the social 
unrest following the severe and protracted depression of 1837-43, and the 
Irish potato famine (Wellington’s “rotten potatoes”) were required to 
extinguish the corn laws. The woolen and silk industries were protected by 
outright prohibitions against imports, and many industries were shel: 
tered by prohibitive duties. In restraining exports for the benefit of domestic 
manufactures English mercantilism was at its worst. The exportation 


Ibid., 1, 68-69. Ibid., Il, 19. 
*8 Lawrence A. Harper, The English Navigation Laws (New York, 1939), 398-399. 
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of tools or machinery used in the cotton, woolen, linen, or silk manufactures 
and the emigration of artisans to teach their trades were forbidden under 
heavy penalties. It was no accident that the first textile machinery operated 
in this country crossed the Atlantic in Samuel Slater's head. Exports of 
hides, horns, wool, woolen yarn, unmanufactured brass, watchcases, fuller’s 
clay, and a host of other articles were prohibited; and many other raw 
materials were retained through prohibitive export duties. In an effort to 
prevent wool exports, domestic shipments were obstructed by absurd regula- 
tions; and the stringency of the law was increased as late as 1787. Not 
until 1825 did England abandon the legislative effort to keep her industrial 
inventions at home. 

Pitt’s so-called “free trade’”’ treaty with France, negotiated in 1786, 
significantly reduced the customs barriers and promoted trade between the 
two countries, but this single breach in the protective system was closed 
by the French Revolution after three years’ trial. 

“In the second half of the century free trade, in the strict sense of the 
term, was insistently demanded by economists** and steadfastly resisted by 
governments. Laissez faire doctrines removed few legal obstacles to trade, 
but the laissez faire outlook in intellectual and enlightened political circles 
doubtless rendered enforcement of the restrictive system less effective. A 
consequent increase in the violations and evasions of mercantilist trade 
regulations, territorial expansion of the market for English goods, and an 
extension of the area from which raw materials were drawn probably tended 
to decrease the rigidity of business; but little, if any, flexibility can be 
traced to legal adoption of free trade. 

Under capitalism perhaps the best single objective test of business 
rigidity is the frequency of price changes over a period of time. Eighteenth- 
century price data are not complete or reliable enough to register minute 
gradations; but the series recently compiled by Sir William Beveridge from 
purchases by the Lord Steward’s and Lord Chamberlain’s Department,”° 
apparently the most extensive statistics available for England in our period, 
show unmistakably that prices changed far more frequently in the second 
than in the first half of the century. The annual prices of the sixty-six 
articles quoted with sufficient frequency to warrant consideration averaged 
9.2 changes in 1701-50 and 15.9, or nearly twice as many, in 1751-1800. 
But as a measure of adaptability to economic change this ratio is distorted by . 
the relative stability of commodity price indices in the first half of the 
century and the revolutionary upheaval of the second half. As might be 
expected, agricultural prices changed more frequently than industrial prices. 
Agricultural commodities averaged 13.0 and 26.3 changes in the first and 


“In 1776 Condillac (Le Commerce et le Gouvernement [Amsterdam], Part II, 41-180) 
took _— some uncompromising stand against governmental intervention in business 
than did Smith. 


__ Prices and Wages in England from the Twelfth to the Nineteenth Century (London, 
1939), I, loose tables in rear cover. 


t 

e 

t, 

al | 

to 

by | 

tic 

on 


304 American Economic Association 


second halves of the century respectively and industrial products 7.6 and 
9.9. The prices of the six textile articles for which trustworthy quotations 
are available averaged 5.9 changes in 1701-50, only two thirds as many 
as the general series, and 6.0 in 1751-1800, or only 38 per cent of the gen- 
eral average. The relative frequency of change in 1751-1800 largely te- 
flected the neutralization of the sharply upward tendency of commodity 
prices accompanying monetary and credit expansion by the downward pres- 
sure exerted by sweeping technological advances in the textile industries, 
That concentration of production in larger units was not entirely responsi- 
ble for the relative stability of textile prices in 1751-1800 is suggested by 
the fact that the annual price of coal, the supply of which, as Dr. Sweezy* 
has shown, was controlled by combinations of varying success and duration 
in the first half of the century and by a rigid combination after 1771, 
changed 64 times in the eighteenth century. Of Beveridge’s sixty-six 
articles, only oats, beans, hay, and straw registered more frequent price 
changes. Despite the phenomenal increase in consumption and of the con- 
current “‘limitation of the vend” in 1771-1800 the rise of coal prices lagged 
behind the increase of commodity prices in general. Spice quotations, 
which in view of the monopoly of the East India Company were “ad- 
ministered prices,” changed a third more frequently in 1701-50 and 
slightly more often in 1751-1800 than the general average. 

In general the rates of money wages listed by Mrs. Gilboy in her 
Wages in Eighteenth Century England™ show a greater frequency and 
amplitude of movement in 1751-90 (when her series end) than in 1701-50. 

The belief, surprisingly widespread among scholars, that the remark- 
able economic development of Spain in the eighteenth century reflected the 
adoption of liberal principles has little foundation in fact. As Philip V 
triumphed during the War of the Spanish Succession he did sweep away 
some of the customs barriers separating the different kingdoms into which 
the country was divided; and in 1755 trade with the Hispanic colonies 
of the New World was thrown open to non-Castilians. But the Bourbon 
dynasty grafted onto the thorough-going Spanish mercantilism of the 
sixteenth and seventeenth centuries a mercantile system deliberately pat 
terned after that of Colbert.?® Genuinely protective duties and systematic 
regimentation of industry were adopted. One may search Spanish eco- 
nomic literature in vain for important traces of physiocratic influences. 
The Wealth of Nations, which had appeared in Italian by 1780, was not 
translated into Spanish until 1792. After being withheld by “the In 

* Monopoly and Competition in the English Coal Trade, 1550-1850 (Cambridge, Mass. 
1938), 32-40, 144-145. Cf. T. S. Ashton and J. Sykes, The Coal Industry of the Eighieenth 
Century (Manchester, 1929), 211-214 

** Cambridge, Mass., 1934 

* Earl J. Hamilton, ‘Spanish Mercantilism before 1700,” Facts and Factors in Economt 
History (Cambridge, Mass 1932), 214-239; and “The Mercantilism of Gerénimo de 


Uztariz: a Re-examination,”’ Economics, Sociology, and the Modern World (Cambridge, 
Mass., 1935), 111-129. 
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quisition on account of the ‘lowness of its style and the looseness of its 
morals,’”’ it finally appeared in 1794.*° But it had little direct influence 
either in the eighteenth century or subsequently. Only to a limited extent 
and for a brief period, under the late Republic, has liberalism ever found 
lebensraum in Spain. 

Schmoller’s selection of the policies of Frederick the Great, in 1740-86, 
to illustrate mercantilism*® attests the absence of laissez faire in Prussia. 
Apparently the first important liberal reforms in Germany did not occur 
until the first decade of the past century. 

In France control over industry by the craft guilds actually increased. 
They became progressively exclusive in their principles and drastic in their 
regulations. Their legal position was undermined by the substitution of 
state enforcement for autonomous execution of their ordinances, but the 
vast army of bureaucrats charged with industrial supervision was dis- 
astrously thorough in the performance of its duties. Although nature 
favored the mercantilists through a succession of bad harvests, the swift 
collapse of the Turgot ministry under the weight of opposition to his 
suppression of the guilds and removal of the restrictions on the grain 
trade shows that France was unwilling to accept the freedom of trade so 
eloquently championed by her economic and political theorists. The moder- 
ate protectionism resulting from the treaty of 1786 with England and a 
similar convention with Russia was swept away by the French Revolution. 

To summarize, prices became more flexible, the guilds declined, the 
mobility of labor increased, and the triumph of laissez faire doctrines ob- 
structed the enforcement of industrial regulations and weakened impedi- 
ments to external commerce. All these tended to reduce the rigidity of 
business. However, the extent of the advance in flexibility is commonly 
exaggerated; for the essential elements of the mercantile system survived. 

Undoubtedly there is interaction between economic theory and economic 
practice, but the experience of the eighteenth century tends to confirm 
von Hayek’s view that the economic thought of each generation does not 
affect practice until the next. It would be a great mistake to assume that 
natural liberty dethroned mercantilism in practice before the ink dried 
on the Wealth of Nations. Adam Smith entertained no such hopes. One 
cannot find in the original or the subsequent editions of his work recog- 
nition of substantial liberal advances in his own or any other country. 
Far from arguing for what there already was, Smith believed that he was 
crusading for what there was not and never would be! In the shadow of the 
“divine hand” metaphor he tells us that “to expect, indeed, that the 
freedom of trade should ever be entirely restored in Great Britain, is as 


absurd as to expect that an Oceana or Utopia should ever be established 
in 


* John Rae, op. cit., 360. * Essay on the Mercantile System (London, 1902). 
~ Wealth of Nations, I, 435. 
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RIGIDITY IN BUSINESS SINCE THE INDUSTRIAL REVOLUTION 


By HERBERT HEATON 
University of Minnesota 


Professor Gras has described rigidity as “‘a condition or circumstance 
found in a man, a group of men, or an institution which operates as a 
drag on business,” as ‘‘a factor which often impedes the attainment of an 
objective in business,’’ or as ‘‘something that impels business in a certain 
direction, up or down.” The dictionary defines rigidity as stiffness, un- 
adaptability, uncompromisingness, a state or quality of being stiff, not 
flexible, not to be bent, firm, not to be moved. I find it hard to interpret 
the limitations of the definition; it seems to stretch to the horizon; it 
includes the personal shortcomings and stubbornness of the businessman; 
it embraces all the restraints imposed by government and by the nature 
of the capitalist system in general as well as by the peculiarities of the 
particular business in which the businessman is engaged; culture patterns 
and culture traits are involved; and surely it should also include the 
rigorous operation of the economic laws of marginal cost, productivity, 
and utility, of diminishing returns, of competition—pure or impure— 
which the businessman cannot know unless he neglects his business 
and devotes his waking hours to reading the publications of the Cambridge 
school of economists. In short, rigidity seems to mean that the businessman 
can exercise his free will—even the will to be rigid—only in a world 
dominated by a greater or less degree of politics and predestination. 

It is somewhat difficult to decide the period covered by the phrase 
‘since the Industrial Revolution.’’ Some of us contend that this revolution 
began to prepare to revolt in the sixteenth century and only finished the job, 
even in Britain, well after the middle of the nineteenth century. I assume 
that my assignment covers roughly the nineteenth century and as much of 
the twentieth as is capable of inspection. 

In comparison with earlier centuries, this period was the very antithesis 
of rigidity. It was the age of liberation, laissez faire, free enterprise, free 
trade, free movement, free labor, and free land. Religion had become 
largely a Sabbath exercise, and in North America the railroad service on 
Sunday did not differ much from that on weekdays. Religion was religion, 
politics was politics, and business was business, and while the first two 
carried on an endless dialogue, the parson was welcomed only if he did 
not interrupt the flow of reason. Politics spent much of its time destroy- 
ing old forms of feudal, urban, guild, or state control before it began 
seriously to build new ones. It abolished what was left of serfdom, wiped 
out the remnants of guild restraints, reduced tariffs, repealed navigation 
laws, dismantled the old colonial systems, abandoned the regulation of 
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wages, prices, interest rates, and quality of goods, removed the ban on 
the emigration of skilled artisans or the export of machines, and ended 
such surviving monopolies as that of the East India Company. While it 
thus removed most of the hindrances to the free use of land, labor, and 
capital, it usually helped wherever it was asked to do so by sufficiently 
powerful or energetic interests. It gave bounties or tariff aid to infant 
industries; it encouraged or undertook the construction of the new trans- 
portation facilities. It simplified and reduced the cost of floating joint- 
stock companies, and granted the privilege of limited liability on fairly 
easy terms. It liberalized the laws of banking and of bankruptcy. In 
general its guiding policy was a composite of “help, don’t hinder; caveat 
emptor; and blessed be competition.” To preserve competition it might 
encourage the building of a second railroad in an area already served by 
one; or it might pass antitrust laws and enforce them by fits and starts. 
Only when and where this guiding policy proved inapplicable or produced 
unsatisfactory results was the state likely to pursue an interventionist 
policy. But the advocates of intervention had to establish an overwhelm- 
ingly convincing case before the state would act. It was easy to do that 
in the matter of labor regulation of young or female factory workers, 
but beyond that rather exceptional and limited step the state was slow 
to move. We have to get near to 1900 or even pass to this side of it before 
governments began to feel the urge to save everybody from everybody else. 

While the nineteenth century gave legal freedom to enterprise, it also 
gave it a vastly greater measure of physical freedom. The doubling of the 
world’s population in about a hundred years, the improvements in meth- 
ods of production and transportation, the expansion of old industries and 
the birth of new ones, the emigration of fifty million Europeans, the chance 
to export capital or goods to the new world, the settling of possibly ten 
million square miles of that world, the rise of capital goods industries, the 
ramifications of banking, and the growth of service industries and of pro- 
fessions—all these gave an unprecedented stimulus to every kind of en- 
deavor. There had been nothing like it in the whole earlier history of 
mankind, and there probably will never again be anything like it. In that 
hundred years peace from Waterloo to the first World War men knew 
not Armageddon; they had lost the chance or the desire to fight infidels; 
they had only to fight nature and each other in the fields of economics and 
politics, 

In such a dynamic age rigidity seems out of place or doomed to the 
attention of the devil and the bankruptcy court. One thinks of the under- 
taker, alias the entrepreneur of whom we talk so much, moving about 
with the ease of a globule of mercury on a highly polished sheet of glass. 
Yet if the external aspects of rigidity—those imposed by state or church— 
decline in importance until nearly the end of the century, some internal 
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ones remain, new ones develop, and some of them grow to large dimen- 
sions, with disastrous, or at least harassing, consequences. The very pace 
at which enterprise moves makes the risks of destruction greater; the pat- 
tern of the roller coster—a dozen cyclical fluctuations and four secular 
trends—is bad for all too many passengers; and the fickleness with which 
customers’ tastes pass from swings to roundabouts to swings, from canals 
or turnpikes to railroads to automobiles, from candles to kerosene to gas 
to electric light, from brass to iron to steel, from horse buses to street- 
cars to buses or private cars—all make the dangers and the cost of rigidity 
dangerously high. 

Of these dangers I feel competent to speak about only one or two 
of the more important or novel. The first, and probably the most im- 
portant and new, was the quantity of fixed capital needed for the new 
equipment of manufacturing and transportation. Until at least the middle 
of the century the cost of industrial buildings, power generators, machin- 
ery, blast furnaces, brick kilns, etc., was small. A plant could be built 
up from small beginnings by the natural processes of expansion and by 
ploughing back profits. Generally the manufacturer provided his own 
equipment, and his fixed cost was therefore the rent of the premises. 

By 1815 at latest British cotton manufacturers were well aware of the 
burden they had shouldered. In a meeting at Glasgow in January of that 
year they signed a petition for the removal of the import duty on cotton, 
and in that document they described the rigid costs which were cursing 
their efforts. The duty itself amounted to 25 or 30 per cent of the first 
cost of coarse cotton. More important still, “of the capital invested in 
this branch of trade, not less than 10 million pounds have been sunk in the 
erection of buildings and machinery, which are inconvertible to any other 
purpose, and which, in the event of a failure of the manufacture, must be 
irretrievably lost.” 

The estimate of 10 million pounds may be exaggerated, but the plea 
of inconvertibility was sound, so far as it referred to the machinery. Much 
of the capital had been supplied by merchants, who had been accustomed 
to keeping their funds in liquid or at least in viscous form, trading in 
goods, acting as commission agents, going into shipping, swinging from 
the domestic to the colonial market, and in general showing remarkable 
versatility. To sink funds in bricks, waterwheels, jennies, mules, and water 
frames was like abandoning carefree philandering in favor of marriage 
without prospect of divorce. This transformation, or reformation, fright- 
ened many merchants into immobility; they stuck to their old methods of 
obtaining supplies by putting out raw materials to domestic workers of 
by purchasing goods in public markets from small producers. But in face 
of the competition of factory products, they were driven to cut the wages 
of domestic workers or the prices paid for homemade goods to starvation 
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rates, and to accept such reduced profits for themselves that they were 
eventually largely driven from the field. Only the merchant who turned 
manufacturer had much hope of surviving from the old order to the new; 
and many merchants who had spare capital sank it in productive equip- 
ment, becoming merchant-manufacturers. 

Much of the fixed capital of early nineteenth century industrialism was 
supplied and built up by men who were primarily manufacturers. I have 
examined the financial records of some of these men and doubt very 
much whether they worried much about the value of their fixed capital or 
about the need for earning the prevailing rate of interest on it, unless it had 
in part been borrowed or invested by a sleeping partner who insisted on 
receiving his regular 5 or 6 per cent. At the birth of a partnership— 
and most firms were partnerships of kinsfolk or friends—the total capital 
interest of each member was recorded in the deed and in the stock book. 
At the end of each year when stock was taken, interest was added to each 
partner’s capital sum, as was also his share of profit, if there was any. 
From the total of original capital plus interest plus profit was deducted 
any money drawn out by the partner during the year, and the balance was 
his capital stock for the next year. But all this had nothing to do with 
additions to buildings or plant; these were paid for out of current income 
and were regarded as water gone over the dam. If much was spent on 
extensions or improvements in any one year, the partners were slow in 
drawing out their interest or profits for a while; but that was apparently 
regarded as merely sound business policy, “abstinence” as the dismal 
scientists were calling it. 

The really overpowering rigidities of the early industrialists were the 
heavy taxes of the Napoleonic war, the laws which in England forbade 
the establishment of joint-stock banks, and, above all, the obligation to 
pay one’s bills on time, hoping that one’s debtors would do the same 
thing. That last piece of rigidity was all too often rigor mortis, and bank- 
tuptcy usually came from an overdose of overdue debts rather than from 
any crushing burden of fixed capital costs. 

At other points the early nineteenth century undertaker revealed various 
degrees of rigidity. If he was stolid and had been prosperous, he clung 
to patterns and styles far too long; he relied on old forms of marketing 
and was convinced that quality would bring buyers back to him after 
they had been tricked by shady rivals. If he was enterprising he tried 
novelties in style, price, and quality, especially when seeking to lift him- 
self out of a depression; he experimented with new forms of buying and 
selling, and became a manufacturer-merchant instead of using the old 
commercial outlets. A large part of the English cloth which came to the 
United States between 1800 and 1830 was made by manufacturers whose 
brothers or sons had come to live in New York, Philadelphia, or Boston. 
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These “damned Yorkshiremen,’’ as Niles called them, constituted a vigor- 
ous colony of emigrés, filling many boarding houses in Park Place. Some 
of them developed the shipping of cotton from New York to Liverpool, 
thus making returns in goods rather than in bills or drafts. One of them 
founded the first line of transatlantic packet ships which did so much to 
put New York ahead of its two rivals. There was little rigidity in such 
men; like Jurgen, they were willing to try everything once, even to beatin 
the New York customs officers; and elasticity in a world rigidly bound to 
cyclical fluctuations sent some of them into bankruptcy sooner or later. 

Rigidity in fixed capital burdens does not seriously influence manufact- 
uring till we get to the great iron and steel, chemical, coal, and light 
and power plants of the second half of the century. But by that time, the 
largest home of fixed capital outlay had been built. I mean the turnpikes, 
the canals, and, greatest of all, the railroads. Land and inland waterway 
transportation have been the greediest of fixed capital consumers; it has 
been estimated that it cost 100 billion dollars—two and a half times the 
federal debt—to equip the world with railroads. But the method of 
financing the transport systems was even more important for our subject 
than the amount of capital involved. The British turnpikes were financed by 
selling bonds. The privately constructed canals raised some of their capital 
by selling stock, but the amount of money thus raised was never enough 
to finish the job. Various emergency financial expedients had therefore to 
be adopted, including the sale of preferred (or even cumulative preferred) 
stock, and the borrowing of money on mortgage, bond, or promissory note. 

The railroads could rarely do better than this, and in some respects they 
did worse. By 1849 the British railroads had raised 230 million pounds 
of capital. Of this, 69 per cent was ordinary stock, 9 per cent was pre- 
ferred stock, and 22 per cent was made up of loans, which we may lump 
together as bonds. During the next nine years, as Professor Evans has 
shown, the capitalization jumped 37 per cent, or 85 million pounds. But 
of that increase, only 20 millions was in common stock; the balance was 
in preferred stock and bonds. Hence by 1857 common stock accounted 
for only 57 per cent of the capital outlay, preferreds for 18, and bonds 
for 25. This trend toward bonded indebtedness continued, and in 1913, 
37 per cent of the 1,300 millions capital sum of the British railroads 
consisted of bonds or of some form of guaranteed stock. 

If the British railroad director was accused of foolish financing, he could 
retort, “Look at the United States and at the state-owned railroads,’ 
and while you were looking he might slip away. Certainly the North 
American situation was proportionately far more burdened with the rigid 
obligation to pay interest, for three fifths of the United States railroad 
capital was in bonds, the Canadian situation in the early twentieth centuty 
was probably worse, and the state-owned railroads were built almost ¢n- 
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tirely with borrowed money. Our own nemesis is too well known (or is 
being too successfully stalled off) to be discussed here; but the Canadian 
transportation system—waterways and railroads alike—is perhaps the 
world’s best example of the impasse into which nineteenth century trans- 
portation needs, business policies, and financial methods can steer a country. 

So far we have looked at rigidity in only one place. But fixed capital 
costs are not the only aspect of rigidity in modern business. Rigidity may 
characterize the supply of working capital, banking practices, transportation 
charges, marketing costs, the wages bill, the amount paid in executive 
salaries, taxes, licenses, and government levies in general. As an alternative 
to these rigidities in costs, there may be rigidities in price, imposed by 
government regulation, by the fear of foreign competition, by agreement 
among rivals, by poly-, oli-, duo-, or monopolies, by custom or inertia, 
by purchasers’ resistance, by the deep-rooted habit of thinking in terms of 
five or ten cents, or by the lack of a coin worth half a cent. I wish someone 
would write a thesis on the relation between the price level in different 
countries and the value of their units of small change. There are rigidities 
in business policies which make a firm unable, unwilling, or hesitant to 
embark on new products, diversify or specialize, expand or contract, merge, 
integrate, or even change the chain over which it broadcasts. Finally there 
are rigidities in the businessman’s ideas concerning himself in relation to 
the community and in the community's ideas concerning its relation to him. 
The attitude of different sections of society toward labor unions, bankers, 
chain stores, group banking, Wall Street, and tenant farming, all create 
an idée fixe which makes realistic reorganization and changes in policy 
difficult or at least slow. 

On these many aspects, which may be found singly or in combination, 
there is time to make only a few comments. In the first place the im- 
portance of some of them has probably been exaggerated. For instance, 
the influence of labor organizations in raising or maintaining wages has 
almost certainly been given too great importance in nineteenth century 
history. As Mr. Rostow has shown, Wie maintenance of British wages 
during the seventies and eighties, in a period of heavily falling prices and 
of widespread complaints about the Great Depression, was not due to the 
power of organized labor, for trade union membership languished during 
those decades. And Australian experience during the last twenty years 
has shown that refrigerators which seem to freeze wages to the standard 
of living can defrost to the extent of reducing wages in times of falling 
prices and also—to mix my metaphors—can pare them still further to take 
account of an absence of prosperity. 

In the second place, rigidity is inherent and inevitable in the nature 
of many of our modern enterprises, and there is not much we can do 
about it. This is true of the industry dominated by small units, such as 
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agriculture, and of the largest ones, such as chemicals and the public 
utilities. Agriculture has been ignored in this session, yet it has probably 
developed more rigidities during the last hundred years than any other 
form of activity. Its growing commercialization and tendency to specializa- 
tion, its dependence on more costly equipment, the increasing values of 
land in the new world, and the growing weight of transportation costs and 
taxation, have all made it more rigid, especially in terms of costs and 
specialization. There may be no alternative to this; but we might consider 
whether it would not be wise to abandon our glorification of the ideal of 
land ownership by the cultivator and be a little more charitable toward 
the idea of well-regulated tenancy. At least the landlord would then 
share with the farmer the risks of rigid costs in a time of falling prices, 
and if the experience of other lands was repeated, he would serve as a 
cushion, by being forced to absorb, in the form of reduced rents, some 
of the loss in land values. At the other end of the list, large-scale organi- 
zation seems inevitable, and flexibility is less appropriate in a Queen Mary 
than in a submarine chaser. Some are born rigid, some achieve rigidity, 
and some have rigidity thrust upon them. 

My third comment is on the relationship between rigidities and the 
business cycle as well as the secular trend. In prosperous times and in an 
upward trend, rigidities in organization, policy, and costs do not matter 
much; they look like causes of prosperity. But when the curves—tong- 
term or short-term—are descending, old rigidities may lead to disaster, 
while at the same time new ones may develop. The crises of 1825 and 
1837, coming in a downward secular trend of prices, played havoc with 
the whole structure of mercantile capitalism, including its banking activi- 
ties; at the same time they led to regulation of note issues and stimulated 
early labor organization. The higher price levels and easy profits of the 
years 1849-73 stimulated vast expansion of fixed investments in agriculture, 
railroads, and foreign loans, and created an atmosphere favorable to free 
trade and intensified competition. But the uneasy, unprofitable decades from 
1873-96 shook competitive industrial capitalism badly, as well as the 
agricultural organization and practices of western Europe; hence those 
who had invested heavily, specialized minutely, or become set in their 
business policies during the previous period were in difficulties, and there 
was a general search for devices which would reduce costs or faise prices. 
It was in this period that business and the state began to formulate those 
policies which have characterized the twentieth century—associations to 
control prices or output, cartels, trusts, integrations, control by investment 
bankers, tariff protection, railroad regulation, subsidies, colonial prefer 
ence, and so forth. The beginnings of “the end of laissez faire” can be 
traced to that period. But the full development of these public and private 
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policies had to wait till the next downward secular trend which began in 
the twenties and the collapse of the thirties. 

That brings me to my last comment, which is a question that only time 
can answer. Is there a general inherent rigidity in modern capitalism, or 
in the modern forms of capitalism, which impels it in a certain unchange- 
able direction to destruction or at least to drastic transformation. Marx 
was sure there was; and Sombart was equally sure, two decades ago, that 
modern capitalism had passed through infancy, youth, and exuberant man- 
hood to middle age, and was approaching senility. He saw its hair graying, 
and its teeth falling out. Perhaps today he would say that its hair has 
turned gray overnight from the shocks of the last ten years and that its 
teeth have been knocked out in a concentration camp. It is certain that the 
rigidities created by the system itself during the last fifty years, plus those 
imposed by a depressed world, by an ideology-bound world, by a world 
preparing for war, and by a world which believes that political means can 
work economic miracles, have produced an economic order which is far 
remote from the classic capitalism of the Victorian age. It is equally 
certain that the forces which drove and dominated that classic age seem to 
be spent. 
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DISCUSSION 

In opening the discussion, RUDOLF A. CLEMEN spoke briefly in place of 
Professor Max Handman whose untimely death had occurred two or three days 
previously. 

Dr. Clemen expressed the hope that Professor Gras would elaborate the 
theoretical part of his paper and publish such a statement in one of the journals 
at an early date. Regarding Professor Gras’s reference to the just price rigidity 
of the middle ages, Dr. Clemen wondered whether in actual fact the just price 
was as rigid as we sometimes thought it had been and whether it did not differ 
very greatly in its effects in various countries. The point was made that the 
medieval fairs were probably places where business did not suffer from rigidities 
as much as elsewhere. 

Regarding the sixteenth and seventeenth centuries, it was suggested that the 
so-called ‘‘mercantilism’’ was not quite as definite and rigid as Professor Barbour 
wrote. Reference was made to Dr. F. K. Mann’s volume on Marschal Vauban 
and its criticism of the mercantile systems. Rigidities differed very greatly under 
these systems, being much greater in France and Germany than in the Nether- 
lands and Italy. 

Commenting on a statement that Colbert had complained that the French 
merchants and manufacturers were too conservative, it was suggested that per- 
haps Colbert, himself, with his narrow, regimenting ideas and policies had had 
a good deal to do with making merchants more conservative and careful as a 
practical operating matter. 

Preparing for Dr. Tucker's comments, Dr. Clemen brought together the 
various types of rigidity already mentioned in the papers as follows: (1) rigidi- 
ties coming from outside, e.g., from the state and from other agencies such as 
cartels, etc.; (2) rigidities coming from within the structure of business due to 
the weakness inherent in large-scale industry (some of these rigidities being due 
to technological processes themselves, and others due to rigidities in administra- 
tion of large-scale enterprise) and rigidities due to overhead costs and to 
administrative prices; (3) another classification of rigidities would be that of 
desirable and undesirable ones concerning which there would be differences of 
opinion; (4) rigidities growing out of procedures in regulation or control from 
outside industry such as production regulation and distribution regulation (some 
of the procedures affecting them being taxation, tariffs, the patent system, reguls- 
tion of monopoly, and regulation of resale price maintenance). 

Dr. Clemen pointed out that if you have rigidity in one field, it is likely to 
go over into another field and there is no end. The real problem today is how 
to stop rigidities. Should we have more detailed government control? No, be- 
cause for one thing business decisions made by government are more and more 
removed from the business firing line, making for more rigidity. 

It was suggested that the TNEC testimony points the way. Members of the 
Committee such as Senator O'Mahoney, as Chairman, want to try to preserve 
freedom from rigidity. It may be possible to develop a policy toward business 
that will be flexible as to government regulation of it. For example, regarding 
declining industries or weak financial industries such as railroads, regulation 
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now in effect may well continue to be fairly complete; but regarding new in- 
dustries, €.g., aviation and others yet to be developed, there is hope that there 
may be less regulation and rigidity from outside, as there is less internal rigidity. 
In new industries there is a safety valve for American initiative. There is ground 
for the talent of new generations. There can be a renewal of the spirit of the 
old entrepreneurs. Senator O'Mahoney and Assistant Attorney-General Thurman 
Arnold hail from a country where this spirit exists and acts. Less governmental 
rigidities for new industries will help to create and provide a new frontier for 


our active, restless, ingenious people, industrially free from rigidities. This we 
need. 


Rurus S. TUCKER: There is nothing in the principal papers to which I could 
take exception. It seems to me, however, that they have failed to discuss the most 
important kind of rigidity, perhaps because it is sociological rather than eco- 
nomic in nature. I refer to rigidity of the social structure, meaning especially the 
ease or difficulty with which individuals can shift occupations and rise from the 
lower income classes to the higher. Although this rigidity is sociological it has 
economic consequences and depends to some extent on economic causes. If such 
rigidity exists it is obvious that the national income will be lessened by it because 
it prevents the proper distribution of tasks according to skills and discourages the 
introduction of new methods. Class rigidity will also be greater or less according 
to the amount of capital and training required to enter various occupations and the 
ease of obtaining that capital or training. Certainly it is easier to obtain training 
now than it used to be. More capital is now required to set up an independent 
business, but perhaps it is no harder to obtain capital now than formerly because 
of the higher average income of the people now and the facilities for operating 
with the capital of others. 

One manifestation of social and class rigidity is rigidity in the distribution of 
income. More could be done in studying this than has been done. The available 
figures, even for recent years, have not been analyzed enough to show what pro- 


portion of wealthy families started life in poverty or how long wealthy families 


retain their wealth. 

Another kind of rigidity that has been overemphasized and much misunder- 
stood is rigidity of prices. There have always been some prices that changed 
frequently and others that changed rarely. There have always been some that 
fell greatly in depressions and others that did not fall so far. The explanation of 
these differences lies in the nature of marketing and in the nature of costs of pro- 
duction. It is clear that the growth of large-scale enterprises is not the explanation 
of price rigidity since they have always existed and are no more common in 
industries dominated by large enterprises than in others. They are more common 
among manufactured products than among agricultural products and other raw 
materials. Probably they are more attributable to rigidity in wage rates than to 
any other factor. Whether wage rates have become more or less rigid in the 
course of the centuries is not certain. It would be helpful if economic historians 
devoted more attention to this point. One thing, however, is known: in the 
middle ages and earlier modern periods, laws with respect to wages were generally 
intended to keep them down. Nowadays laws with respect to wages are generally 
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intended to keep them up or to raise them. Since the modern laws are supple- 
mented by the activities of strong labor organizations it is likely that they are 
more effective in keeping wage rates up during depressions than the older laws 
were in keeping them down during booms. 

Summing up, it is obvious from the papers that many kinds of rigidity have 
become less important or entirely disappeared since the middle ages, and there 
is little evidence that the rigidities that replaced them have been as strong or as 
widespread, in spite of the strong tendencies to greater rigidity that have become 
manifest all over the world since 1914 and especially since 1932. 
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ECONOMICS OF WAR 


INFLUENCES OF PREPAREDNESS ON WESTERN 
EUROPEAN ECONOMIC LIFE 


By FREDERICK POLLOCK 
International Institute of Social Research 


My topic is the influence of preparedness upon economic life before 
the outbreak of the present war in the European countries west of the 
border of old czarist Russia and the Balkans. Since I restrict myself to the 
effects of preparedness, I shall not discuss the significance of economic 
measures induced by the outbreak of war itself but only of those instigated 
by the threat of war. 

The influences of preparedness upon economic life as shown in Europe 
were and are so pervasive as to permit us to speak of a “preparedness 
economy.” This term is literally the same as the German term Wehrwirt- 
schaft which came into general use in 1935 when rearmament became the 
leading impulse in German economic life. A preparedness economy is 
transitional in a double sense: in the narrow sense it marks the gearing 
of what was a peace economy to the threat of war; in the wide sense, it 
marks the transformation of traditional capitalism into a system whose 
fundamental relations are not yet clearly delineated. The widely discussed 
inherent tendencies of latter-day capitalism are developed, strengthened, 
and effectively enhanced by preparedness measures. These measures not 
only alter parts of the system, however, but tend to create new vital institu- 
tions within the economic body. 

War economy, new style today, is no longer superimposed upon a peace 
economy, as it was in the World War, but takes its roots in preparedness 
economy. After the last war, it was possible to eliminate quickly most 
of the so-called “emergency” war measures, because they were grafted 
upon a functioning economic system. After this war, specific war measures 
may be eliminated, but many signs portend that the very structural nexus 
of preparedness economics in which these war measures took root cannot 
be abolished in most European countries as a long-term phenomenon for 
the following two reasons: First, the whole economic system has undergone 
with the impetus of preparedness such cataclysmic changes that the tradi- 
tional methods can no longer cope with the new problems brought in their 
wake. Second, with no lasting basis for European peace in evidence, pre- 
paredness is bound to continue to set the stage for economic life. 

The sweep and scope of this development spring from the fact that all 
contemporary war between major powers is “total” war; i.e., it involves 
the entire population regardless of age and sex. Preparedness is no longer 
restricted mainly to the fighting forces and their needs, military and eco- 
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nomic, but also has to provide for and protect the emotional and cultural 
as well as the material needs of the civilian population. 

Hence ‘‘preparedness economy” is an economic system which has already 
been changed or which is on its way to being transformed by the prepara- 
tions for a total war. These changes may be dated in Germany from 1935 
on, when armament expenses jumped from less than 400 million dollars 
to 2Y, billions; in England from 1937 on, when the principle of financing 
by taxation was abondoned; and in France from 1938 with the rise of the 
Daladier government. 

All three countries reached an advanced stage of preparedness some time 
before the outbreak of the war: Germany in 1938 when she allocated close 
to half of her national income to war purposes; France, when the emergency 
decree of March 20, 1939, was passed; and in 1939 England, the last of the 
great European countries to subordinate all economic activities to prepared- 
ness. She revised her preparedness expenses for 1939-40 three times before 
the outbreak of the war, from less than 3 billion dollars to more than 3), 
billion dollars—a sum nearly six times as much as allocated five years pre- 
viously for similar purposes. 

We may distinguish in Europe two types of preparedness economy: the 
“democratic” and the “‘totalitarian.’’ The democratic type is marked initially 
by separate, seemingly unconnected measures in the nineteenth century 
tradition somewhat modified by the experiences of the World War. The 
guiding principle of this stage of democratic preparedness economy is to 
offer minimum disturbances to private enterprise and to political institu- 
tions, at the same time blueprinting plans for a centralized war economy. 
The totalitarian preparedness economy starts with the recognition that the 
traditional methods of “‘business as usual” are inadequate and that it 1s 
necessary to introduce all types of innovations short of the abnegation of 
the principle of private property. The rapidly intensifying danger of war, 
however, forces the democratic states to adopt methods which are in 
material effect identical with those of the totalitarian states, whatever the 
ideological differences purport to be. 

This process is not to be laid at the door of a single individual, group 
of individuals, or a national character. It is inherent in the postwar world 
and in the rise of industrialized warfare. A world of “haves” and “have- 
nots” creates aggressor nations willing to utilize all available weapons to 
change their “‘have-not’’ status. The per capita equipment of a contempo- 
rary army and its destructive capacity are of such scope and dimensions 
that they imply “total” war. Total war, however, can only be met with 
total preparedness. 

I 


What has total preparedness meant throughout the range of European 
economic life at very recent years? This may conveniently be discussed in 
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terms of the changes in the status of government, capital, labor, middle 
classes, international trade, and finally the cumulative effect of all these 
changes upon the structure of the original economic systems. 

Government. Government as the power agency is present in all the 
specifically economic spheres we shall discuss, but it is useful to under- 
stand its changing functional status in general and not only in its specific 
performances in, for instance, labor relations and international trade. This 
changing status of government occurs in all preparedness countries. 

The fundamental change here is that from the traditional liberal re- 
striction upon state intervention in economic life to complete control over 
that life by the state. One major symptom is the enormous role of the 
government in the redistribution of national income and in the allocation 
of national savings. In October, 1938, a high German official admitted 
that two thirds of the German national income was redistributed by the 
government. A few weeks later (on November 12), the general report 
submitted by the French Prime Minister to the President of the Republic 
stated that the French public expenditure for 1939 was budgeted to the 
amount of 137 billion francs. According to the same report, the French 
“national income was estimated on the most optimistic calculation at 250 
billions.” Thus, in 1938, the French public authorities laid plans to spend 
an amount equal to about 55 per cent of the national income. Of course, 
neither were these amounts in their entirety for preparedness, nor is the 
intrusion of government in economics a process initiated by preparedness. 
But the very fact that the government could assume such a surpassing 
influence in the control over national income is directly ascribable to 
preparedness. 

Capital. As government becomes an economic Leviathan, individual 
private capital step by step loses its traditional rights. Recent publications 
on the German development have emphasized the vampire character of 
the national socialist economy. It is reiterated that the German capitalist 
must seek permission for any new investment and plant replacement, that 
he is frequently compelled to invest where commanded, and that he is 
pressed into compulsory cartels to facilitate further government regulation. 
Prices and profits are stringently controlled: the supply of raw materials 
and labor in any given industry or enterprise is subordinated to national 
necessity as regards all industries and enterprises. Foreign trade is simi- 
larly shackled. 

_In the late stages of preparedness, this more and more became the posi- 
tion in which French and English entrepreneurs found themselves. The 
emergency decree of March 20, 1939, brought into the open in France 
this immanent tendency. The decree stipulated that the preparedness sector 
of the French economy was to be subordinated to the Ministry of Na- 
tional Defense. This ministry is responsible for the central regulation of 
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the rate of productive expansion, for the provision for priority of govern- 
mental orders over private orders, for the storage and delivery of all raw 
materials, etc. The first preparedness laws promulgated in August, 1936, 
by the Popular Front government, were restricted to armament industries 
in the narrower sense of the term. This new decree strikes all important 
sections of French economy. In addition to armament industries, all private 
enterprises receiving substantial orders for the army, navy, and air forces, 
and, moreover all enterprises which may be listed as vital for defense by 
the Ministry of Labor or the Prefectures, are considered as belonging to 
the preparedness sector. Ten days after the promulgation of the decree, an 
executive order stated that all the iron and metallurgical industries were 
ipso facto part of the preparedness sector, and many other economic ac- 
tivities were brought under government control. 

In England, the creation of a Ministry of Supply with powers similar 
to the French Ministry of National Defense and the German Four Year 
Plan Authority was first advocated in 1938, but it was only in June, 1939, 
that such a ministry was established, and that with very limited powers. 
For the causes of this hesitancy I quote from the book of E. V. Francis, 
Britain’s Economic Strategy: 

The Government was instinctively against interfering with industry as long as the ma- 
chinery worked without too much friction. Planning economic mobilisation in advance of 
actual war involved such a break with tradition, such an infringement of private enterprise 
and even a limitation of departmental powers that the line of least resistance was taken. 
Each problem therefore was tackled piecemeal. 

It is now evident that with the outbreak of the war this policy of 
“muddling through,” inadequate as it was before, had to come to an 
end, and as The Economist of October 28, 1939, tells us: ‘The Ministry 
[of Supply] will become the biggest and the most comprehensive trading 
organization in the world.” 

Labor. Parallel to the loss of traditional rights by capital goes the 
tendency to subordinate the traditional rights of labor to the requirements 
of preparedness. There exists an important time lag in this development 
between the totalitarian and the democratic states. In the totalitarian states, 
this process was completed with the establishment of the one-party system: 
the right to enter freely or to leave employment, the right of collective 
bargaining, and the right to strike have been completely eliminated. Labor 
unions are either annihilated or transformed into government organs. In 
the democratic states, when the necessities of preparedness conflict with 
the rights of labor, there is no doubt that labor must give way. Up to the 
outbreak of war, the essential rights of labor were not severely curtailed 
in England and France. In France, however, under the pressure of prepared- 
ness, most of the social legislation of Popular Front days was revoked. 

There is another aspect of the status of labor under preparedness— 
that relating to the standard of living. Preparedness necessarily concentrates 
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the national economy upon armaments in the broad sense. Production of 
consumers goods is subordinated to production of armaments and pro- 
ducers goods. All available resources are tapped, including labor, with a 
double consequence: individual wages, as well as the total purchasing 
power of the working class, rise, due to increasing employment. Left un- 
checked, a conflict arises between growing purchasing power for consumers 
goods and their stationary or reduced rate of production. Since a sub- 
stantial expansion in production of consumers goods is incompatible with 
preparedness, the only way to avoid a most undesirable inflationary process 
is through strict control of wages and commodity prices and through 
heavy taxation. This necessarily demands under an advanced preparedness 
economy that longer hours be accompanied by a stationary or reduced 
standard of living. 

In considering the status of labor under preparedness, one must add 
that there is a gradual absorption of unemployment. 

The Middle Classes. The farmers, in so far as minimum prices are 
guaranteed and expansion of production is encouraged for most agricultural 
products, are for a time favorably affected by preparedness measures. In 
the advanced preparedness stage, however, the situation of the German 
farmers deteriorated as a result of the scarcity of farm hands and the 
disproportion between the fixed price level for their agricultural products 
and the rising price level of industrial products. 

In industry and trade, the small enterprises suffer more under govern- 
mental measures than big business, since their survival is so much less 
important to the success of preparedness. The situation is well summarized 
in the carefully chosen words of the Frankfurter Zeitung (Handelsblatt, 


November 26, 1939) written after the outbreak of the war, but referring 
to conditions precedent: 


.... the survival of the independent entrepreneur, regardless of the size of his enterprise, 
has become an important goal of the national socialist economic policy. But despite the 
theoretical recognition, the practical difficulties arising for the small and middle enterprises— 
in war economy no less than previously—traise the question of how far these difficulties can 
be avoided. A tendency toward increasing concentration is essential for war economy and, 
I may add, for a preparedness economy as well. The compulsion of placing and executing 


all orders most efficiently, of saving raw materials, productive capacity and labor, necessi- 
tates the elimination of all less efficient enterprises. . . . 


The experiences of the Ministry of Supply in England, as reported in 
The Economist, point in the same direction: 


So far the Minister has relied upon existing trade associations as far as possible, and 
where no trade association has existed, the Control has been created from the resources of 
the largest firms. The British Iron and Steel Federation, for example, has in effect become 
the Iron and Steel Control; the leaders of the timber trade have become the Timber Control, 
etc. These transformations have some immediate convenience, for the trade associations 
already have machinery in existence for doing many of the things that the Control does, 
and this policy does insure that the Control is expertly advised on technical matters. But 


there are very real dangers of abuse, for those in control may well be faced by awkward 
problems of divided loyalty. 
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The compulsory elimination of many middle-class German businessmen 
may be explained by the specific German situation of shortage of workers, 
shrinkage of middlemen’s profit, and inadequate supply of raw materials, 
By February, 1939, more than 100,000 out of 600,000 one-man handicraft 
shops were closed by the government, notwithstanding the assurances in 
the national socialist program that the golden age was on hand for the 
middle class. 

International Trade. The liberal conception of the international division 
of labor was irreparably damaged by the World War. The history of the 
spread of protectionism and the vain attempt to restore pre-World War 
conditions need not be retold here. The distortion of the classical eco- 
nomic conception of international trade has been enhanced by preparedness, 
Preparedness demands some form of self-sufficiency of every European 
nation in times of war. This and the regard for potential allies, vassals, or 
enemies introduce elements totally alien to the original concept of buying 
cheapest in the best markets. The regulation of international exchange 
has given added impetus to this entire tendency. The strangling of foreign 
investments is a consequence of preparedness needs and fears engendered 
by a general state of tension, as is the migration of “hot’’ money. 

The Structure of the Economic System. Thus far we have discussed 
consequences of preparedness measures on various segments of European 
economics. Many problems touched on here, or not mentioned for reasons 
of time, require extensive analysis. But we pause here for a consideration 
of the qualitative changes wrought in the economic system by preparedness 
measures in an advanced stage. This stage was not reached in all western 
European countries at the outbreak of this war, but it is my opinion that 
all major western European countries were on the way to it. 

No essential feature of traditional capitalism has been left untouched. 
The free capitalist entrepreneur becomes a governmental functionary; the 
profit motive, the engine of the capitalist system, has to a large degree been 
supplanted by governmental regimentation; private property is maintained 
in principle but has lost much of its economic power, its place having been 
virtually filled by the state. The roles have been reversed. Traditional 
capitalism proclaimed to the state, “Stay out of business!” In an advanced 
preparedness economy, the state proclaims to private owners, “Give up 
your control of business.’’ Free competition, and its agent, free prices, be 
come obsolescent nationally and internationally. 

Since the aim of preparedness must be the diversion of national pto- 
duction into “state luxuries,” resulting in a scarcity of consumers goods, 
prices for consumers goods would go sky high under conditions of a free 
market. This would undo the entire preparedness program. To obviate 
this, the free price mechanism had to be discarded and replaced by direct 
and indirect price control 
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Only one of the institutional devices of traditional capitalism fulfills its 
aboriginal role more adequately than ever. I refer to money and credit. 
They were considered by classical economists as a mere medium of ex- 
change, as a vehicle for moving goods and services. Their behavior as 
autonomous forces by diverting or interrupting the circulation of goods was 
considered a usurpation of economic purpose. The extent to which they 
are today manipulated by governments, totalitarian and democratic, may 
not comply with the classical concept of economic automatism, but it does 
comply with the classical concept of their true function. 

These characteristics, supposedly inherent in an advanced preparedness 
economy, are actually inherent in traditional capitalism at a certain stage 
of its development, and have hastily been matured in the hot-house of 
preparedness for total war. 

This leads me to a summary consideration of the larger implications of 
preparedness economy in western Europe. They may be broken into three 
headings: first, the influence of preparedness upon full employment and 
the business cycle; second, the rise of economic planning; third, the rise of 
state capitalism, accompanied by the decline of the old ruling groups and 
the ascendency of bureaucracy. Obviously, I cannot go into detail con- 
cerning any of these, but merely offer a point of departure for discussing 
them. 


II 


Full Employment and Business Cycle. It is paradoxical that in Europe 
full employment has only been attained for a sustained period in our 
time under the pressure of preparedness. We all agree that full employ- 
ment based on an adequate standard of living is the crucial problem for 
economic theory and practice today. It is attained under preparedness at 
the sacrifice of an adequate standard of living and by building up an eco- 
nomic structure hardly workable for other purposes than preparedness on 
an ever increasing scale. 

There is another aspect of this. One of the roots of business cycles is 
the impossibility of sustaining continuous expansion of production of pro- 
ducers goods under contemporary economic conditions. Much more than 
in the United States, European economics is menaced by stagnation and 
even contraction. As long as unused productive resources are available, 
preparedness measures have an effect similar to public works programms 
advocated by the Keynes school to overcome depression. Not only would 
full employment cease as soon as preparedness or other public expenditures 
were kept stationary or were reduced, but the longer preparedness efforts 
continue, the greater will the disproportion between the sphere of producers 
goods and armaments on the one side and the sphere of consumers goods 


on the other side grow, thus setting the stage for depression of unheard- 
of dimensions. 
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Rise of Economic Planning. Such a situation cannot be handled with the 
traditional market system, but only by government acting in terms of a 
comprehensive plan. But long before such industrial demobilization plans 
arise, centralized planning has become the order of the day. The experience 
of all European countries with preparedness shows clearly its inextricable 
link with centralized governmental plans. Total preparedness makes plan- 
ning inescapable. In an article complaining of Britain’s failure to plan 
with full efficiency and stressing the necessity “to work out a fully ar- 
ticulated but unified plan,” The Economist for July 15, 1939, stated: 

The job to be done is to apply all the resources of Britain, industrial, commercial, 
financial, organizational and intellectual to the many-sided but single object of national 
defence. It is a re-orientation of society itself that is needed, temporary but fundamental; 
and the trouble is that too much of the preparedness is still improvised and piecemeal. 

Leaving aside the wishful thinking concerning the temporary character 
of such necessities, this statement clearly expresses the simple, inexorable 
fact that co-ordination of all economic efforts towards one goal is impossible 
under modern conditions without, to repeat from The Economist, “‘a fully 
articulated but unified plan.”’ 

State Capitalism and the Rise of Bureaucracy. Under advanced prepated- 
ness, government not only controls all important branches of production 
and distribution, but more and more assumes the role of the most powerful 
capitalist. I may mention the enormous share of public investment in the 
total amount of capital investment. In addition not only have the German 
government and the National Socialist Party acquired ownership of private 
enterprises, but in the last two years the English and French governments 
also have become direct owners or partners in vast industrial and com- 
mercial undertakings. An economic system may be called state capitalism 
where the principle of private ownership of capital is maintained but where 
the state gradually is becoming or has become the most important single 
economic factor. State capitalism seems to be the logical outcome of total 
preparedness. 

I conclude with a few words on social trends originating in these eco- 
nomic tendencies. I want to stress the rise of a bureaucracy vested with 
overwhelming power, developing from an amalgamation of the old state 
bureaucracy, the industrial bureaucracy, the military bureaucracy, and the 
new preparedness bureaucracy. Private capitalists and moneylenders in 
Europe appear to be suffering the fate of the feudal lords; that is, they are 
losing their social functions, and with them the basis of their political 
power vanishes. 

The latest developments in France and England seem to suggest 4 
gloomy prospect: whereas in Germany and Italy, Fascism created a prte- 
paredness economy, in England and France, the inherent tendencies in 4 
preparedness economy lay the basis for some kind of Fascism. 
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The principal question which arises from the western European ex- 
perience is the following: must total preparedness be considered as a 
transitional phenomenon or one which may develop into a full-fledged pre- 
paredness economy? It appears as if preparedness were a link in a 
vicious circle existing in both national and international spheres: un- 
settled economic conditions, general political and economic insecurity, pre- 
paredness efforts, further unsettling of political and economic conditions 
rising insecurity, more preparedness efforts, etc. This process draws part 
of its power from the fact that it finds all its elements in previous eco- 
nomic conditions. 


AN AFTERCOST OF THE WORLD WAR TO THE UNITED STATES 


By FRANK G,. DICKINSON 
University of Illinois 


Some people want war, not because they enjoy mass murder, not be- 
cause the mass hysteria of war times is an antidote for boredom, not 
because an ambitious king, dictator, or president selfishly desires to be 
a hero to history, but because they think it is a good way to end a busi- 
ness depression. 

It is my purpose to examine this prosperity argument for war by using 
the World War as an example and examining its effects upon economic 
growth. Did the World War promote prosperity, or merely raise prices? 
Did the general level of production of goods and services, which is the 
essence of prosperity, increase or decrease during the World War? Did 
postwar production, stimulated by the World War, exceed prewar pro- 
duction of all the good things of life? 

These tests must not be applied to the World War years, 1914-18, 
alone but must include the effects of the World War upon production and 
employment during the two decades since the armistice. In this industrial 
age a nation cannot beat its swords into plowshares in a few years; the 
process takes decades. In order to test this prosperity argument for war, let 
us examine the job-creating powers of the World War by comparing 
production during the post-World War period with production in the pre- 
World War period. The procedure will be to determine, if possible, the 
rate of growth in the physical volume of production and other measures 
of the totality of economic activity during the prewar period and extrapo- 
late these prewar rates of growth into the postwar period in order to 
determine whether the postwar rates of growth have maintained the pre- 
war pace. 

In one sense of the term, every year in American history has been a 
war year, a prewar year, or a postwar year. With some qualifications, the 
two decades previous to 1914 should offer a comparable period to the 
two decades since the World War. The early years of the 1890's were not 
prosperous on the whole. Although prices had fluctuated, the movement 
had been gradually downward since the end of the Civil War. The failure 
of Baring brothers in 1892 had precipitated a financial crisis in London 
and New York. Courageously, President Grover Cleveland had refused 
the pleas of the cheap-money advocates of his day and insisted that our 
paper money should be redeemable in gold, even though the Treasury supply 
of gold was dwindling rapidly. It seems better to exclude the early and 
middle years of the 1890's from the prewar period, because the rapid 
improvement that came after William Jennings Bryan was defeated in 
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1896 should be regarded as a normal reaction to the depressed years 
1890-96. In fact, 1897 and 1898 ought to be excluded on the same grounds. 
So I have chosen 1899 as the first year of the prewar period, even though 
the prewar period is thereby reduced to a decade and a half as compared 
with the: postwar period of two full decades. The second reason for ex- 
cluding all except the last year of the 1890's is to avoid overstating the 
case against the World War. Any line of growth starting from 1896 will 
have a much steeper pitch than one starting in 1899. The steeper the pitch 
of the prewar line growth, the greater would be the postwar deficit in 
production. The case against the World War is bad enough without try- 
ing to make it worse by starting the prewar rate of growth in the year 
of lowest production. 

It may be well to observe at this point that, so far as I have been able 
to determine, the rate of growth in the physical volume of production 
during the decade 1897-1906, inclusive, was more rapid than the rate of 
expansion in production during the booming 1920's. The golden era of 
American industry (except for the one serious setback to business ex- 
pansion in 1907-08) came at the turn of the twentieth century, rather than 
in the late lamented 1920's. Looking at the world today, it seems hard to 
expect such an idyllic period of international and domestic political and 
economic adjustment to reappear in the near future, perhaps not during 
the lifetime of any person present here today. 

So the prewar period is to be 1899 to 1913. Because I am attempting 
to measure the effect of the World War upon production, it seems unwise 
to include the months of America’s neutrality, 1914-17, since their in- 
clusion in the prewar period would make the prewar rate of growth greater 
and the production curve steeper. I wish to forestall any charge of de- 
liberately attempting to overestimate the postwar deficit in production. 
In order to avoid starting the prewar period in any phase of the short 
business cycle, it seems best to make three measurements of the prewar 
rate of growth: 1899-1913, 1900-13, 1901-13. This has the unfortunate 
result of making the prewar period even shorter, but does avoid the bias 
of using an initial year in any one phase of a business cycle. 

A number of years ago I started out to develop an index of production 
of my own. After testing more than a hundred series, I decided to use 
those already developed. Therefore, I have used the four indices of pro- 
duction developed by Professor Frederick C. Mills, Dr. Carl Snyder, Pro- 
fessors Warren and Pearson, and Dr. Warren M. Persons. Each of these 
four series was used separately and then a simple, unweighted mean of 
the four was used alone. In order to avoid confusion, reference will be 
made only to the results obtained by using the average of the four series, 
although the postwar deficits in production indicated by the first two 
series, those of Mills and Snyder, are considerably lower than the deficits 
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indicated by the use of the last two series, those of Warren and Pearson, 
and Persons. 

Each of these famous statisticians used slightly different methods and 
data in the development of his index numbers of production. There is no 
time to discuss the differences in the methods and data employed for these 
indices, with which many of you are already familiar. 

In order to allow for population growth, the average of these four 
series was divided by an index of the total population. Unfortunately, 
this method of reducing the data to the customary per capita basis does not 
entirely eliminate the influence of population growth, because the number 
of persons at the productive ages of life, say twenty to sixty-four, has 
grown more rapidly (1.99 and 1.74) since 1899 than the entire popula- 
tion. From the standpoint of production, it must be recognized that te- 
tired citizens and children make little contribution thereto. Since the total 
population has grown less rapidly than the productive portion of the 
population, dividing the average index of production by an index of the 
total population for each year since 1899 gives the index of production 
a very considerable upward bias. 

This upward bias cannot be measured and eliminated by using a popula- 
tion index covering only persons from twenty to sixty-four years of age 
unless it can be proved that a person at sixty is just as productive as a 
person from twenty to fifty years old, because the age distribution within 
this group, twenty to sixty-four, has shifted upward. It seems better to 
avoid these actuarial and statistical problems by using an index of total 
population as the divisor, and warning the audience that such a procedure 
gives a series a strong upward bias. From the standpoint of consumption, 
also, an upward bias results, because the consumption needs of those at 
the active ages of life are undoubtedly greater than the corresponding needs 
of those who are too young or too old to work. 

There are other biases of production indices, most of which are down- 
ward biases. Time does not permit a detailed listing and discussion of the 
upward and downward biases in an “‘all” series designed to measure changes 
in the total volume of production, including services. The upward bias 
created by using an index of total population for placing the index on a 
per capita basis may more than offset the downward balance of the in- 
herent biases; contrariwise, the net balance of the biases may still be down- 
ward or, miraculously, they may exactly cancel. In using the data for a 
comparison of prewar and postwar years the only requirement is that the 
biases be constant factors. For example, economy in the use of materials 
began before the World War. If the rate of saving materials in the post- 
war period merely continued the prewar rate, this bias would not affect 
the interpretation of the results. 
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If the biases of an all production series could be measured, they could 
be eliminated; since they cannot be eliminated, the conclusions must 
recognize them. Even if the net bias is considerable and downward for the 
purposes of this measurement of the aftercost of the World War to the 
United States—and I have a hunch the opposite is true, although my hunch 
is not susceptible to proof or disproof—few students would assert that the 
biases account for all the postwar deficit in production (that it is only a 
“deficit” in the production index), and most certainly no such claim would 
be advanced by students who realize that millions of persons were unem- 
ployed during the last nine years of the two postwar decades. 

Such a measurement of production growth in the prewar period on a 
per capita basis raises the question of using the geometric trend. The trend 
line formula is y = ar*. The implication of this geometric trend is the 
expectation of a constant rate of growth per capita. This does not seem 
to be too high a standard to establish. An arithmetic growth implies that 
the rate of growth is constantly decreasing toward a zero rate asymptote. 
It is difficult to justify the use of a per capita rate of growth that will 
someday come infinitely close to zero. A rate of growth somewhere be- 
tween the arithmetic and geometric would involve some kind of a wave 
movement or the assumption of a business cycle movement somewhat 
longer than the short-time, three-to-five-year, business cycle; and one of my 
purposes is to demonstrate the existence of Long Cycle III, the third 
Kondratieff, as Professor Schumpeter would say. For these reasons, the 
measurement of this aftercost of the World War has been made with 
constant rates of growth per capita. 

The prewar rate of growth in the physical volume of production as 
measured by the average of these four series was slightly over 1 per cent 
per annum. The values of r in the equation y = ar*, successively for the 
periods starting with 1899, 1900, and 1901 and ending with 1913 were 
1.016, 1.015, and 1.013, respectively; that is, the rate of growth in the 
physical volume of production per capita per annum from 1899 to 1913 
was 1.6 per cent; from 1900 to 1913, 1.5 per cent; and from 1901 to 
1913, 1.3 per cent. The differences in these rates of growth largely reflect 
the differences in the levels of productive activity prevailing in the three 
initial years of the prewar periods chosen. 

Now if these prewar rates of growth are extended into the two post- 
war decades it is found that only in the best years of the 1920's did the 
average index of production touch this extrapolated prewar trend line. 
The total volume, not the per capita volume, of production in 1929 can 
be used as the unit of measurement. Add the production of the many 
deficit years and subtract therefrom that of the few surplus years; the 
total deficit is almost four times the volume of goods produced in the 
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banner year of 1929. Most of this deficit is for the 1930’s.* This is an 
average figure, as the deficit measured from the extrapolated 1899-1913 line 
is the largest, and from the extrapolated 1901-13 line the lowest postwar 
deficit in production is derived. 

The aftercost of the World War to the American people as indicated 
by these measurements is almost four times the volume of goods produced 
in the banner year of 1929. Truly a lost generation in the production and 
enjoyment of the good things of life! Who then can claim that war is 
good for business, that war is a good way to end a depression and start 
a period of prosperity? But the task of measurement is not yet complete. 
Does it necessarily follow that this difference in pre-World War and post- 
World War production was due to the World War? Second, there are 
many questions to be raised concerning the methods of measurement. 
Also, it might be asked whether this aftercost is due to the World War 
or to political and economic mismanagement since the Armistice. Perfect 
human beings would avoid the errors of peace and, in fact, would never 
resort to war. The answers to all three questions involve a consideration 
of the theory of the long-cycle or long-wave movement in economic ac- 
tivity. Let us leave the field of statistics and examine the course of eco- 
nomic development with a dose of economic theory. 

There are five distinct lines of evidence tending to indicate the existence 
of a great wave movement in economic activity which began in the late 
1890's. They are as follows: 

1. The long-time cycle in wholesale commodity prices has been revealed 
clearly in the studies of Warren and Pearson, and of Tucker, and in the 
compilations of other price series by Carl Snyder. Each long-time curve 
of prices reveals wartime peaks in wholesale commodity prices and post- 
war valleys. Since 1790, there have been three price peaks—in about 
1815, about 1865, and about 1920. This line of evidence, of course, is 
weak because prices do not measure the volume of economic activity. 

2. The second line of evidence is furnished in the studies of Thorp 
and Mitchell. In their study of business annals, they have shown that the 
years of prosperity outnumber the years of depression during these two 
or three decades of rising prices preceding the wartime price peaks, and 
that the years of depression are slightly more numerous than the years 
of prosperity in the long downswings from the wartime price peaks to 
the start of another upswing of prices. Of course, this evidence gleaned 
from business journals partly reflects the opinion of these careful in- 
vestigators; furthermore, it reveals nothing about the amplitude of the curve 
of business activity. A few years of intensive prosperity may offset many 


‘There would be no deficit in 1940 if the production index rises about one third above 
the 1939 level. Such an increase in production would absorb most of the unemployed an 
might require a longer work week. 
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years of depression and moderate recovery. On the other hand, a short, 
sharp, bitter, and deep depression may counterbalance a much longer 
period of recovery and moderate prosperity. Not knowing in which di- 
rection the balance in amplitude lies, it is helpful to recognize that the 
relative duration of prosperity and depression is not proof of the long 
cycle but only evidence. 

3. The third line of evidence is to be found in the writings of Kondra- 
tieff, von Ciriacy-Wantrup, Schumpeter, and many other investigators. To 
some extent these students of the long cycle or long wave make use of the 
first two lines of evidence as well as of the fourth and fifth. Critics have 
contended that their statistical evidence is weak and that their theoretical 
and historical evidence is at best controversial. But I insist that their writings 
do furnish much evidence that our economic development has passed 
through three long cycles since 1790, with each of the peaks occurring soon 
after the end of major wars and the valleys occurring a quarter or a third 
of a century later. 

4, The fourth line of evidence is to be found in the social and economic— 
if not also the political—history of the American people. Whatever one 
may think about the shortcomings of even the best indices of the physical 
volume of production, he cannot ignore the record of unemployment, riots, 
economic suffering, and privation that have largely been confined to the 
worst years of these long downswings of the three long cycles. Unfortu- 
nately the ups and downs of our economic, social, and political history 

| cannot be shown in the form of a precise and jagged curve on a chart; 
yet we know when those ups and downs have occurred. Wars are high 
ranking historical events. 

5. The fifth line is to be found in the history of production and produc- 


t tive activity. A depression has different meanings to different groups of 
; citizens. To a worker, a business depression means unemployment; to a 

farmer, it means low prices; to a businessman, it means red ink. Students 
. of business cycles may talk about fluctuations in the totality of economic 
“ activity, but no one has ever measured the totality. Yet if we must select 
9 a single index to measure long-time changes in prosperity and depression, 
d an index of the physical volume of production would probably have the 
" fewest disadvantages. A national income series, deflated for price changes, 
to would be very helpful, if anyone knew how to deflate a national income 
“ price series for price changes. In my own investigation, I found that the 
“ highest value for r in the equation measures the rate of growth in per 
" capita production for the period from 1900 to the World War production 
ny peak of 1917. 


I consider that these five lines of evidence provide strong support for the 
statement that the deficit in production since 1918 is one aftercost of the 
World War to the American people. There are other aftercosts. The sta- 
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tistical evidence indicates that a peak was reached between 1915 and 1920, 
What event occurring in that interval, other than the World War, could 
have ended the two-decade-long upswing in economic activity? The World 
War cast a long economic shadow over two and possibly three postwar 
decades. 

The long cycle or wave centered upon the Napoleonic Wars seems to 
justify the use of the term Long Cycle III for the four decades beginning 
with the late 1890's. The long cycle centered on the late 1860's is another 
case in point. In the preparation of this paper the investigation was limited 
to the last four decades. My attempt to measure production was confined 
to the long cycle centered on the World War; but a few supplementary 
observations in regard to Long Cycles I and II may be helpful. Agricultural 
production per capita in this country has been more stable than industrial 
production; at least, it was more stable during the past century and a half 
when it formed a larger proportion of total production and when our 
population was increasing. Therefore, Long Cycles I and II should have been 
flatter than Long Cycle III; and II should have been flatter than I for the 
same reason and also because the Napoleonic Wars caused greater economic 
disturbances than our Civil War plus the Franco-Prussian War. 

Absolute proof of cause and effect relationships in any branch of the 
social sciences is, of course, impossible. If absolute proof is required, this 
type of study of the terrible consequences of war is ended before it begins. 
Absolute proof that the postwar deficit in production was due to the World 
War would require a backward march of Father Time and a re-enactment of 
the last four decades without the World War. The impossibility of making 
this terrestrial chronological experiment under controlled laboratory con- 


* Some students may be interested in one statistical by-product of this study. How many 
years should any time series include in order for the calculation of a secular trend to be 
reliable? The secular trend lines fitted to data covering the 1920's when extrapolated into 
the 1930's look like clouds floating high above the horizon, for the 1930’s were a depressed 
decade. When all the pessimists extend their secular trend lines out of the 1930's into the 
1940's will these trend lines ten years hence resemble the course of a submarine? ; 

This long-cycle or aftercost-of-war concept suggests that secular trends for an “all” series 
should cover one complete long cycle. The prewar rate of increase was too high; the post- 
war, too low. The normal rate of growth in production per capita covering both periods 
is slightly less than 1 per cent per annum. Such a geometric trend in a per capita production 
series will not bisect every short cycle, will not eliminate the necessity for economic 
analysis. What is the value of a secular trend fitted by the best of mathematical formulae 
if it cannot be rationalized by economic history? One answer is that the secular trend is 
satisfactory because it fitted the period covered, be it the 1920's, the 1930's, or the 1940's, 
and there let the matter rest. Is this not another way of saying that the statistician does 
know how to calculate normal ? ’ 

Is it unreasonable to contend that the quantitative economists must either determine te- 
liable normals for their time series without equivocating or they must regard themselves 
merely as members of the historical school of economic thought equip with precision 
tools for measuring economic forces in an ever changing historical setting? Is it too much 
to hope that a study of the aftercost of wars and of long cycles will aid students of the 
short cycle in their present dilemma about secular trends and normals? Long cycles are 6 
part of the cycle theories which emphasize (1) external causes and (2) changes in the rate 
of investment. 
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ditions would frighten a physicist or chemist away from the study of long 
cycles and the aftercost of war. Part of the joy of studying economic activity 
lies in one’s inability to furnish absolute proof that event B was caused 
solely and entirely by prior event A. Part of the charm of the study of 
economics for many of us would be lost if we could always isolate cause and 
effect. So I am content to state the results of my measurement of produc- 
tion in the pre- and postwar periods, and charge the deficit to the World 
War with the hope that the five lines of evidence will support my state- 
ment of cause and effect. 

Conditioning Factors. Critics of the long-cycle theory have contended that 
the level of economic activity since 1918 would not have duplicated the 
previous two decades even had there been no war. As I have previously 
stated the prewar rate of growth was probably too high to be sustained 
because of the ideal conditions that made that period a golden era of 
American industry. The World War ended that period. Hence, the prewar 
rate of growth is higher than the true rate of growth in production for 
the entire four decades covered by Long Cycle III. 

But critics who doubt the existence of Long Cycle III do have a good 
case. There are at least three major factors largely independent of the World 
War which will prevent Long Cycle IV from duplicating Long Cycle III 
just as III differed from I and II. The first of these factors is the approach 
of a stationary population and the rapid aging of our population. Despite 
the long-cycle population theory of Eilert-Sundt and others this population 
factor seems to be independent of the World War. As we strive to look 
into the 1940’s and 1950’s, we should remember that even if our nation 
passes out of the shadow of the World War during these next two decades, 
the shadow of a declining and aging population will still lie across the path 
that businessmen and politicians must travel. Our future will be age con- 
scious, not class conscious. The old prewar rate of expansion in industry, 
agriculture, and population should be forgotten in planning for the future. 
Our growth will be greatly modified by the expected slow rate of growth 
in the population and the rapid increase in the number and percentage 
of the population classified by pension laws as too old to work. Even pro- 
sa per capita will be seriously affected, especially production of farm 
products, 

The second conditioning factor of the last four decades will probably 
continue into the future. I refer to the enormous increase in the amount 
and variety of consumers’ wealth. According to recent studies—the Notre 
Dame study and one in which I have had a hand which will be published 
next month—indicate that somewhat less than half of the physical assets of 
the American people are being used for commercial production. My judg- 
ment—though I may be proven wrong later—is that the studies made to 
date warrant the conclusion that the consumer has displaced the producer 
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as the major user of our nation’s physical assets. Increasingly our wealth 
is in our homes and not in our factories. Our factory system has become so 
efficient that places other than the factory are now the chief storehouses 
of the new wealth created by the factory system. The storehouse is now 
larger than the factory. 

In the future the stimulus to investment of the shift from peace to war 
and back again—which largely explains the long cycle—must result from 
an increased demand for durable consumers goods rather than for durable 
producers goods. The consumer rather than the producer is rapidly taking 
command of our economy. The electric refrigerator in the kitchen is really 
a miniature ice factory; we shall expect more miniature ice factories for 
our homes and fewer large commercial ice plants. The increasing importance 
of durable consumers goods and the decreasing relative importance of pro- 
ducers goods may make it more difficult for us to get out of future de 
pressions because inventories in the hands of consumers are usually more 
difficult to liquidate than inventories in the hands of producers. This factor 
alone would tend to prolong a depression. 

The third conditioning factor is the increasing governmental control of 
business which may or may not have reached a peak in the decade now 
closing. Many economists considered our economic system too rigid and 
inflexible in 1930. It seems fair to state that the only remedies the New 
Dealers had to offer merely made the economic system actually more rigid 
at the end of the decade. They sought to solve the problem of monopoly by 
passing laws creating more monopolies—labor, agricultural, and industrial 
monopolies. One function of any major depression in the downswing of 
the long cycle is to make the economic system more flexible. The more 
rigid the economy, the greater will be the decline and the longer will 
full recovery be delayed. If our system of prices, wages, and production 
had become more instead of less flexible, we could welcome the 1940's 
with higher hopes that the long cycle had already worn itself out. 

I believe that there are good reasons for expecting a lessening of govern: 
ment control of business during the 1940’s. The pension movement is not 
a labor movement; neither is it a producers’ movement. In prospect it is 
an expensive radical movement; in retrospect it will become an expensive 
conservative movement. Pensionnaires do not want high prices, high costs 
of living, or high taxes—except pension taxes. Pensionnaires, whose voting 
strength will increase every year, are distinctly antilabor in their sentiments, 
especially in England where the public pension system is older. The force 
of the pension movement will be directed toward securing higher taxes 
But the pension leaders will not want to see industry hamstrung becaus 
they want to bleed it for themselves. To summarize, I think the taxing 
power will be used more and more for the benefit of retired citizens and the 
police power for regulating industry less and less. 
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So much for these three conditioning factors. Doubtless there are others. 
As we bid farewell to the depressed 1930's, however, we should do so 
with the assurance that this decade was a part of a natural postwar reaction— 
merely a phase of Long Cycle III. 

The Social, Economic, and Political Aspects of Long Cycle III. How can 
nations avoid long cycles? I take the short, three-to-five year cycle for 
granted. Wars without currency inflation would produce postwar deficits in 
production, because wats create many non-price problems. A dozen new 
nations, a dozen new sets of tariff barriers and import quotas, a firm resolve 
by the German people that the British Navy will not starve them in the 
next war (or should I say the current European war)—these and other 
features of the aftermath of the World War are largely outside the field 
of prices and monetary matters. The only remedy for the long cycle is not 
inflationless war but peace. If war must come again to Europe, the stability 
enjoyed by the neutral Scandinavian countries during the last two decades 
strongly suggests that it would pay us to remain neutral. Peace is the sine 
qua non of economic planning. 

The long-cycle theory is not entirely new. It is an old historical doctrine 
that a war usually comes after many years of prosperity and that revolutions 
break forth in the great postwar depressions. Millions of people, grouped 
into nations, are likely to become overconfident and vain in prosperity, and 
disgruntled and faultfinding under the goad of adversity. The democracies 
survived the World War. Can the new postwar “isms,” products of revolu- 
tions, survive this new European war? 

The upswing of the long cycle is an economic honeymoon. The world 
puts on rose-colored glasses. Every political device or plan seems to work 
well. Prosperous years greatly outnumber depression years and every po- 
litical leader is a genius. Businessmen become empire builders and train 
their sons to plan for expansion on a magnificent scale; these sons are thus 
unprepared for the long downswing inevitable in their mature years, and 
very few of them become empire builders. The reverse side of the picture 
presents the long downswing when everything seems to work badly. Pros- 
perous years no longer outnumber depression years. 

It always happens that every major war produces a postwar boom, similar 
to the gilded 1920's of recent memory. This particular boom grew out of 
the wartime suppression of the demand for new automobiles, homes, and 
hard roads—a suppression caused by patriotism and high wartime prices. 
This pent-up demand, after the sharp price recession of 1921, brought 
about a tremendous expansion in road and home building and in automo- 
bile production during the boom of 1923-29. This postwar boom gave us 
a breathing spell of at least a decade and permitted several political leaders 
to ascend their pedestals. The Coolidge-Hoover boom of the 1920’s was 
as much a part of the World War as the Treaty of Versailles. Yet produc- 
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tion in the booming twenties did not exceed the pace of prewar production 
trends; it was a boom in contrast with the depressions of 1920-21 and 
1929-32. 

War makes men dream dreams of opulence, of industrial and agricultural 
empires; but by 1930 the last traces of such incentives to investment had 
evaporated. Fortunate indeed are those leaders who come into power either 
on the mounting upswing of the long cycle or during a postwar boom; but 
alas for the poor fellow who attempts to guide the destiny of a nation 
through the inevitable trough of the long downswing. 

Two of our contemporaries, both great and earnest men, have fallen vic- 
tim to the long cycle. The first was an engineer, an efficient administrator 
of wartime relief in Belgium, and a competent business organizer. A few 
months after he entered the White House he suffered the full force of a 
violent reaction to the postwar boom which led up to the Great Depression. 

The second great leader is even now struggling in the grip of the long 
cycle. Coming into power during a grave national crisis, when business 
levels could not go much lower, he was equipped with a cheerful disposi- 
tion and a determination to solve the national problems regardless of cost. 
Until the current war boom started, he was confronted with the aftermath 
of war in the form of the second (or third) short cycle depression of the 
1930’s, a derivative of a whole world disarranged and disorganized by war. 
Every nation has striven for national self-sufficiency. Every nation has dug 
itself in behind a wall which prohibited the free play of the healing forces 
of adjustment. Like his predecessor, the engineer, this cheerful lawyer has 
also found the tide of time against him. 

Both of these tragic figures, so dissimilar personally, were caught in the 
same whirlpool of the long downswing of the great cycle. It is unlikely that 
history will deal so kindly with the second leader as with the first. (I did 
not vote for Mr. Hoover.) Although his past triumphs have given him 
assurance, he has been handicapped by his complete failure to recognize that 
it was the World War and the long downswing of the postwar cycle which 
defeated his efforts to remedy economic conditions. Instead, Mr. Roosevelt 
has repeatedly blamed the economic royalists, the “tooth and claw” era of 
the 1920’s, for the depression. It would not occur to him to blame Woodrow 
Wilson, his Democratic wartime chief, when he was Assistant Secretary 
of the Navy. President Wilson urged farmers to expand their acreage; his 
administration pushed prices sky-high. President Roosevelt’s recent warlike 
statements are further evidence of his failure to identify the last war 4s 
largely responsible for the depressed conditions prevailing throughout his 
two terms. Why repeat the process of war and depression? 

May posterity judge fairly and kindly the monumental efforts of Mr. 
Hoover and Mr. Roosevelt, tragic figures, both of whom tried hard to check 
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an avalanche crashing down the mountain side. Given the mountain peak 
of the World War, the avalanche was inevitable. 

Before our industrial and business machine can again attain the accelera- 
tion of the prewar years, the world must first rediscover the prewar inter- 
national balance of economic and political power or must formulate a new 
and equally favorable balance; or each nation must learn to live alone and 
like it. When, as, and if such a balance between nations is attained, we 
shall again enjoy an expansion in business and industry per capita com- 
parable to that experienced by our fathers at the beginning of the twentieth 
century. We shall then come out from under the extreme edges of the long 
shadow cast by the World War. 

The delay in our readjustment in this country to peacetime conditions has 
its compensations. Once our modern swords are beaten into modern plow- 
shares, we hope it will take another generation to convert them back into 
swords. 

Before the dawn of the Industrial Revolution, wars were not so disturb- 
ing to the economic life of nations. A man could drop his plow in the fields, 
fight a few years, and come back to the same old plow. The plan of life was 
simple and wars were not machined. A cynic might charge that the chief 
trouble with wars was that they rarely lasted long enough for our forebears 
to get accustomed to them. 

There is irony in the fact that today treaties of peace are a major cause 
of war. In an agricultural economy all that the returning soldiers had to do 
was to cut down the weeds, repair the fences, and let nature take its course. 
After a modern war, it is necessary first to reproduce the long sequence of 
conditions which tempt men to have the faith to risk their savings in the 
long-range expansion of the heavy goods industries. Defeated nations, fail- 
ing to attain this equilibrium, not only suffer internal revolutions but, in 
despair, are likely to turn upon their conquerors. 

Left-wing critics will contend that the long-cycle theory does not absolve 
capitalism from responsibility for such depressed periods as the 1930's. A 
famous soviet economist, N. D. Kondratieff, was one of the first to develop 
the theory of the half-century cycle in economic development. He said that 
great wars are not likely to occur until a long period of prosperity has come 
on the upswing of another long cycle. His emphasis upon the economic 
causes of war (economic in the sense of exploitation rather than in the 
classless scientific sense) indicates that he is unfamiliar with Pericles’ ob- 
servations on the causes of war in ancient Greece. This famous statesman 
twenty-four centuries ago observed that men rarely retain the views with 
which they enter upon a war and that when they later look back upon its 
consequences they are likely to change their opinions of its causes. In 1914 
only a negligible minority would have attributed the cause of war to eco- 
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nomic factors alone. Now that we all realize that both victors and van. 
quished lost the war, we feel rather foolish about the great crusade for 
democracy. We accuse others of starting the fight and we place the blame 
upon mystic economic factors. Man, as in the days of Pericles, is—and al. 
ways has been—a belligerent animal. Are the personal ambitions of rulers 
unimportant in the present European war? One of my friends has a simple 
theory about wars. The modern world is large enough for only one “Big 
Shot” at one time; he thinks we have two or three too many just now. Give 
heads of government too much power and war becomes inevitable. 

Kondratieff necessarily places responsibility for long cycles upon the evils 
of capitalism, as all loyal soviet scholars must ridicule the unstable capital- 
istic countries. Whatever his true thoughts, we are grateful for his implied 
assurance of a half century’s breathing space between the World War—the 
last crest of the long cycle—and the next great world war. Economic plan- 
ners willing to use armaments to provide employment should prepare for 
the next great world war in the 1970’s or late 1960’s. Kondratieff would 
also assure them that the next long upswing in economic activity will begin 
within a decade. 

Before accepting his guarantees too literally it may be well to consider 
the writings of Siegfried von Ciriacy-Wantrup, another great student of the 
long cycle.’ Mr. Wantrup concludes his very careful investigation with the 
firm assurance that the timing of these great cycles is due to the accident of 
war; that is, they just happen to be about a half-century long because the 
great wars of the past hundred and fifty years have happened to come at 
half-century intervals; the next great war might even start before Long 
Cycle III is completed. He would look for the causes of wars in the realms 
of psychology, sociology, and politics. Wantrup predicts that if wars come 
oftener the long cycle would be shorter. Kondratieff believes that the long 
cycle causes war, whereas Wantrup believes that major wars cause the long 
cycle. The current European war gives promise of becoming great enough 
to prove Kondratieff wrong and Wantrup right; it is too early to decide 
which scholar is to be vindicated and whether Long Cycle IV will have no 
long prewar upswing. 

No matter which cart you put behind which horse, the long cycle does 
present the best economic hypothesis for explaining the depressed 1930's. 
The carry-over of wartime stimuli to expansion and investment had petered 
out; the new and usual peacetime stimuli to investment still awaited the 
attainment of a favorable international balance of economic and political 
power, a return of world-wide confidence in the future of domestic and 
foreign investments. In the long-cycle sense, during the 1930's, we were in 
the mud between the shore and the channel. 


* A copy of Professor J. A. Schumpeter’s extensive discussion of long cycles was received 
too late to be summarized in this paper (Business Cycles, 2 vol., New York, 1939). 
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If the great cycle is the result of major wars, the exact duration of any 
cycle must depend upon their timing. The great cycle will be a half-century 
long if the great wars are half a century apart; if the interval is a third of 
a century, the cycle will follow suit. 

The great cycle of the twentieth century, Long Cycle III, foredoomed an 
era of business stagnation during the 1930's. Within a few days this strife- 
ridden decade will have passed into history. We should not blame the boom- 
ing 1920's for the evils that were suffered during the 1930's. Rather, we 
should look back to the World War for the causes of our great and extended 
suffering. It matters little to the millions of unemployed that they were 
submerged in the downswing of the long cycle, but it is important that 
leaders of public thought who regard war as good for business should stop 
and think about this great cycle centered on our most recent war. 

As the 1930s fade into history and we observe the rapid disappearance 
of the last marks or lines of the Treaty of Versailles on the geography of 
Europe, we have good reason to suspect that during the decade now ending 
the long cycle may have worn itself out. International postwar readjustments 
may have been carried far enough to remove the next decade from the 
shadow of the World War. A second world war would do likewise. If this 
be true, the 1940's, and more particularly the 1950's, should be more pros- 
perous. The forties should be better than the thirties, yet still below the 
twenties. I would expect business barometers during the forties to read be- 
tween these two levels, perhaps a degree or two below the midway point 
between the twenties and the thirties. 

In our age of technology, it takes almost a generation for a nation to 
beat its swords into plowshares; we hope also that it will take another gen- 
eration to beat them back into swords. Yet we know that postwar adjust- 
ments and “appeasement” are not a function of time; the time they require 


is a question of the attitudes and ambitions of rulers as well as the force 
of events. 
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POSTWAR COSTS OF A NEW WAR 


By BRucE KNIGHT 
Dartmouth College 


Back in the youth of the late twenty-year armistice, Professor Jacob Viner 
drew a distinction which it seems worth-while to recall in the gathering 
dusk of today. For purposes of welfare economics, Viner suggested, “the 
approximate but fundamental’’ may be more important than “the accurate 
but superficial.’"* This distinction will serve to point the moral of the tale 
which follows. The tale is the postwar costs of war and the moral is what 
they mean. Thus the plan is to discuss, first, how much a new war is likely 
to cost after it is over, and, second, what it is likely to cost. In the second 
part, an effort will be made to meet the possible objection that the writer 
is put in the position of Anatole France’s philosophers, who were supposed 
to be engaged in “the solution, dissolution, and resolution of the Absolute, 
in the determination of the Indeterminate, and in the definition of the In- 
finite.’’* 

I. How Much It Would Cost 


We turn first to the more or less “accurate but superficial” matter of 
quantity. The postwar costs in question are as yet in the future. Since it 
makes a difference to the analysis, we should remember, as Liddell Hart 
says the military men commonly do not, that we are dealing with a new 
war, not an old one. Call the war the one in which we Americans are think- 
ing of becoming engaged. It is true that being “‘out” of this war would bear 
some resemblance to being “in” it, but the two would differ so much in 
degree that we are mainly concerned with the results of being in it. Again, 
there are various ways of being in it. We might be in it only with trade 
weapons, or, if in it with shooting-irons, we might heed General Smedley 
Butler’s advice to enfuriate the foe into coming over here. But, since there 
is much in Napoleon’s theory that it is good policy to assume the bad, let 
us suppose we are to be in it over there, with an A.E.F. 

Now, there is a close relation between the total cost of being in the war 
and the distribution of this total between wartime and postwar periods. 
Both depend on the manner of marshaling resources for the war, whereas 
the manner of marshaling resources depends chiefly on the military char- 
acter of the war. 

Military Character. On the military front, what counts is not so much the 
direct destructiveness of weapons as the element of mobility. High mobility 
means that the advantage lies with the offensive, and that the chances art 


*“The Utility Concept in Value Theory and Its Critics,” Journal of Political Economy, 
XXXIII, 659. 
* The Revolt of the Angels (Dodd, Mead & Co., 1914), p. 17. 
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for war by reducing ordinary consumption. All these methods will be used, 
but in a war of attrition the burden must fall mainly and increasingly on 
ordinary consumption. 
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good for a quick decision and a low cost. Immobility, or an advantage for 
the defensive, makes for a stalemate and a high cost. This was what Count 
von Schlieffen saw through the clouds of incense which romantic “his- 
torians” had wafted over the Germanic Tribes. It is this which Quincy 
Wright makes clear in his brief account of some half-dozen “technique 
cycles” through which war has run since the Fall of Rome.* Ludwig Renn, 
a German veteran of the World War and the Spanish Civil War, has re- 
cently described such cycles in some detail.* Each cycle begins with some 
technical development—in weapons or in the methods of using them— 
: which makes for mobility. As in football, the first possessors of the innova- 
: tion move freely and score quickly. Later the development becomes more 
| common property, while at the same time defenses against it are perfected. 
| Then scoring is slowed down, and there are likely to be scoreless ties unless 
one side can wear the other out. The game loses its fun. Thus in the World 
War the sheer size of the opposing forces, the similarity between the op- 
ponents, the impassable flanks of the main battleground, and the technical 
character of the apparatus employed between these flanks, all so played 
into the hands of the defensive that comparative exhaustion had to deter- 
mine the outcome. Today we have the Douhet theory of mobility by air, as 


f well as the Blitzkrieg variant of this theory. We even have the confusing 
, spectacle of war departments learning about frontal assaults from experi- 
ni ence. And yet in all the panoply of man-killers and lifesavers, in all the 
main factors which determine the fate of mobility, there is little to justify 
. us in expecting anything but another huge stalemate. Therefore we should 
° count on turning over to Mars the use of perhaps half our limited economic 
. resources, perhaps much more than this.® 
' War Resources. When it comes to getting the resources, we shall not be 
le able to go far by passing the buck, by borrowing from our neighbors and 
. forgetting to pay them back. The actual methods will come down to essen- 
» tially the following. First, certain ‘“‘noneconomic’”’ resources may be turned 
et to economic uses. Lawns and parks may be cultivated; more economic serv- 
ice may be exacted from children, women, and the old; leisure classes may 
- be set to work; and the leisure time of the regularly employed may be cur- 
" tailed. Second, the productivity of resources in ordinary employments may 
ol be stepped up. Patriotism and regimentation may make it easier to decrease 
. competitive wastes and the greater wastes of monopolistic competition. 
Third, income now used for ordinary capital maintenance, replacement, and 
he extension may be used for war instead. Fourth, resources may be released 
ity 


* Caus es of War and Conditions of Peace, 1935, Chap. II. 
: Warfare: The Relation of War to Soctety, 1939. 
In The Effects of the War, etc., pp. 197-198, B. M. Anderson estimates that not far from 
my half the “gainfully employed” in the United States came to be employed in the prosecution 
of the World War. In Recovery, the Second Effort, pp. 241-242, Sir Arthur Salter tells us 
that Britain devoted more than half her productive effort to this conflict. 
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for war by reducing ordinary consumption. All these methods will be used, la 
but in a war of attrition the burden must fall mainly and increasingly on eX 
ordinary consumption. ef 
Wartime and Postwar Costs. During the war, therefore, we shall bear it 
a heavy cost in the form of increased work, which may be called decreased Ww 
leisure, and a still heavier cost in the form of decreased consumption of ar 
ordinary commodities. After the war, we—what there are and is left of th 
us—shall bear war burdens in the following main forms. Ww 
First, the effects of an internal debt swollen by wartime borrowing will of 
not be limited to personal distribution. The incentive to produce will be 
repressed. The outcome might be otherwise under taxes so sharply progres- th 
sive as to constitute a powerful dose of the “capital levy.” But the chances ng 
of getting bondholding taxpayers to repay themselves by means of such an pt 
impost are not bright. If the debt is paid by inflation—a device which would Tl 
put part of the load on workers and other receivers of relatively fixed in- ca 
comes—the bondholders will suffer as rentiers and everybody will suffer pr 
because of the effects on business. Suppose a policy of very slow retirement nu 
of the debt is tried. As postwar taxes are typically less progressive than war- pe 
time taxes, there will be much “politics” and ill will. At the same time the at 
debt will continue to cast a shadow of apprehension as to the future of gov- on 
ernment fiscal policy. Finally, outright repudiation, although in one way lat 
strongly resembling a capital levy, will impair the validity of contract, shake no 
confidence, and carry private insolvency in its wake. Even the fear of it will $7 
have somewhat similar effects. Whether the creditors do or do not repay mé 
themselves, therefore, internal debt will cause a serious postwar burden in pe 
the form of reduced production. . 
Second, the effects of a loss of economic capital will be felt. Either post- is, 
war production must suffer from a capital shortage or else the loss will have act 
to be made good by increasing production and decreasing consumption after M 
the war. Much capital will have been literally shot to pieces or sent to Davy 8¢ 
Jones’s Locker. Depreciation will have been prodigiously rapid. A great to 
deal of capital will prove useless to peacetime economy. In short, to the the 
direct loss of ordinary buildings, merchantmen, and the like, there must of 
be added other ordinary capital which we might have had but for making ” 
bombers, battleships, etc., to be destroyed, worn out, or rendered worthless dif 
by the return of peace. the 
Third is the loss of human capital. There will be direct losses caused by ha 
killing-tools and bigger indirect losses in the shape of the effects of under- = 
nourishment and exposure on epidemic and other diseases. In the matter = 
of deaths, the Swiss authority, L. Hersch, believes that the indirect losses P 


were twice as great as the direct during the World War.® As we shall see 


*What Would Be the Character of a New War, Interparliamentary Union, 1933, PP- 
274-314. 
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later, the death of men without dependents does not involve postwar costs, 
except in so far as effects on saving and eugenics are concerned. But the 
effects of wartime overwork, underconsumption, and the hardships of mil- 
itary life will be felt long after the war. The training of youths and infants 
will have suffered. There will be damaged capital in the form of the crippled 
and the nervously deranged. The eugenic effects are open to debate. Al- 
though direct losses of potential fathers will have pertained to men some- 
what above the general average of quality, this result will have been more 
or less offset by a concentration of indirect losses on the relatively unfit. 

In placing an economic value on human capital, economists generally use 
the opposite approach to that which is used in evaluating the plant of a 
natural monopoly. E. L. Bogart’ and J. M. Clark,* for example, follow 
precedent by reaching the valuation of lost lives via income instead of cost. 
Thus, the loss of a man is taken, at the time of death, as being equal to the 
capitalization of the future earnings less the future consumption which 
probably would have existed had the man not been killed. Bogart cites 
numerous interesting estimates based on this procedure. Discounting at 4 
per cent, Clark tentatively charges off American deaths in the World War 
at about $10,000 apiece. But from this figure he makes a large deduction, 
on the ground that most of our soldiers were unmarried and that hence a 
large part of their surplus of earnings over consumption was destined for 
nonexistent children. The result is to rate Americans at around $6,000 or 
$7,000 a head. As indicated above, postwar losses of human capital stem 
mainly from “damaged capital” and from the death of persons having de- 
pendents. This point will be reconsidered later. 

Fourth, there will be costly maladjustments left over by the war. That 
is, frictions of various kinds will slow down the reallocation of resources 
according to peacetime demand. In their War Debts and World Prosperity, 
Moulton and Pasvolsky genially rebuke a lady who had scorned their sug- 
gestion that mere ‘‘dislocations’’ would be more serious than the devasta- 
tion which she had seen with her own eyes. To judge by the Reparation bill, 
the devastation of the World War amounted to only 30 billion dollars 
or so. As for the dislocations, the problem is to compare postwar with pre- 
war idleness of resources and to analyze the responsibility of war for the 
difference. Of course the dislocations will do vast damage quite apart from 
their relation to business cycles. Leading belligerent countries in Europe 
have suffered chronic depression ever since the World War. Yet some spe- 
cial attention should doubtless be given to the first major cyclical depres- 
sion following the war. 

Professor Hansen points out that the World War encouraged the excesses 
of the New Era because the abnormal conditions which it created led men 


SS 


’ Direct and Indirect Costs of the Great World War, 1919, pp. 274-275. 
Costs of the World War to the American People, 1931, pp. 203-226. 
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to believe that the business cycle was a thing of the past. He also claims , 
that wars are bred in the upswing of the long-wave cycles described by 


Kondratieff, that they tend to reverse the long-wave movements, that in i 

the downswing of the long waves cyclical depressions tend to be exception- = 

ally long and deep, and that downswings and their depressions are prolific : 
W 


of revolution.® But it does not seem to make much difference whether we 
suppose, with Hansen, that long waves influence business cycles or suppose, 385 


with other writers, that the causes of the long waves are to be found in the wd 
cycles. Either way, war has its innings. Further, the contribution of war to wee 
depression is impressive on any one of several leading approaches to cycle es 
theory. Accepting a ‘‘purely monetary theory,” our war will institute enough : 
expansion and contraction of “‘consumers’ outlay’’ to satisfy a Hawtrey. ce 
On the ‘“‘monetary theory of overinvestment,’’ public borrowing and cen- “ 
‘ ind 
tral bank policy will shift the money rate of interest far enough from the r 
equilibrium rate to meet the requirements of a Hayek. On a “technological” bi 
version of overinvestment, one factor alone, the dearth of capital in the 
wake of war, should be enough to start the sort of investment spurt which | 
our Cassels and Hansens normally attribute to such things as inventions pos 
and new goods. General underemployment of resources, too, ought to give ] 
“derived demand” plenty of room for acceleration. wh 
. In any case, the war will make our economic system more vulnerable to pro 
cyclical shocks. It will expand productive capacity for certain goods far be i. 
yond peacetime requirements. It will shift the economic and financial center jane 
of gravity away from the war zone, with reshifting to come later. It will to i 
change the whole balance of international trade and investment. By in- and 
tensifying nationalism and redrawing boundaries, if not by repeating repara- so | 
tion and war-debt problems, it will rear fresh obstacles to trade. It will cause 0 
alternate inflation and deflation, and an uneven stabilization of national cur- hol 
rencies. Probably a wartime relaxation of antitrust laws will make for sticky of f 
prices on one side and unstable monopolies on the other. abo 
Any attempt to estimate the damage in advance is likely to evoke an non 
economic smile. Yet note that the annual losses caused by the Great Depres- reso 
sion compared not too unfavorably with the annual costs of the Great War. hou 
That is, the war was wasting about half the resources of leading belligerents, non 
while the depression was keeping idle perhaps from a fourth to a third of twe 
the productive capacity of leading industrial nations. Now, suppose that tion 
major depressions following within about a decade of major wars average wha 
around twice as costly as other major depressions. And, in view of the fac- econ 
tors considered above, assume that the wars account for the difference. What plor 
all this will count up to after our next war, deponent saith not; but the two E 
assumptions would seem to suggest a sufficiently conservative basis for estr * 
mates. Capit 
* A. H. Hansen, Economic Stabilization in an Unbalanced World, 1932, p. 97. nomi 
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The losses just outlined apparently constitute the main postwar costs of 
war. There may be offsetting items. Thus, wars of exhaustion doubtless re- 
duce economic inequality; but they do so by the device of making every- 
body poor, and, in any event, changes of distribution raise value problems 
which do not submit readily to quantitative solutions. Again, war encour- 
ages temporarily a fuller employment of resources. It might be argued that, 
by giving away our farm surpluses and decreasing industrial unemployment, 
we could now make the Allies a huge economic present without cost to 
ourselves. But the long-run effects of such a policy are doubtful, and the 
status of the resources which are supposed to be unemployed before being 
turned to war raises a value problem which will be considered later. As it 
is clear that the ‘definite but superficial” turns out to be very “approximate,” 


indeed, let us turn to the “fundamental” problem of what any quantitative 
estimate would mean. 


Il. What It Would Cost 


Here we shall reconsider, in their former order, the leading sources of 
postwar cost. 

Internal Debt. Pigou and Dalton are in essential agreement on one reason 
why a big internal debt discourages production.” The reason is that the 
prospect of progressive taxation induces men to use more of their energy 
for the production of leisure instead of wealth. If every taxpayer were a 
creditor of the government in just the same amount that he was a debtor 
to it, if he were to get as a bondholder just what he paid as a taxpayer, 
and if he understood his position, the outcome would be different. Again, 
so little is really known about incentives that the weight of prospective taxes 
as a deterrent to production cannot be estimated. But the general conclusion 
holds that at some point the prospect of graduated imposts creates a balance 
of preference for leisure. What follows is that we cannot reach conclusions 
about the effect of a given policy on economic welfare unless we consider 
noneconomic welfare. Economists commonly get around this difficulty by 
resort to the “‘margin of indifference’; that is, the marginal value of an 
hour of leisure must be about the same as that of an hour devoted to eco- 
nomic production, or else men would not divide their time as they do be- 
tween leisure and economic pursuits. But, even if this is granted, the ques- 
tion remains, What determines the margin? Where we are trying to predict 
what a policy will do, an abstract equilibrium between economic and non- 
economic values is not enough. We need to develop the relatively unex- 
plored field of incentives, as Professor Paul Douglas tried to do years ago.™ 


Economic Capital. With respect to economic capital, a Royal Oak on the 
_" A.C. Pigou, The Political Economy of War, 1921, Chap. XVII; Hugh Dalton, The 
Capital Levy Explained, 1923. 

‘The Reality of Noncommercial Incentives in Economic Life,” in The Trend of Eco- 
nomics, edited by R. G. Tugwell, 1924, pp. 153-188. 
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bottom of Scapa Flow is not a loss in the same sense as is a merchantman 
on the bottom of the Atlantic. The latter represents a loss of peace values, 
The former, as it is presumably useless to a really peaceful world, is a loss 
of war values. From the standpoint of peace values the loss occurs, not at 
the time of sinking, but at the time of construction, because it is the construc. 
tion which prevents alternative peace values from coming into existence. 
The point is that war costs, and all other costs, must be related to scales of 
value in order to give them meaning. 

Human Capital. With respect to human capital, let us reconsider Clark's 
method of setting valuations on lost lives. Clark deducts the future con- 
sumption of both the casualty and his nonexistent children. He would agree 
with Pigou, I think, in including in war costs both what is destroyed and 
what additional things we might have had but for the war. The question 
is the proper interpretation of the term “we.” Clark’s interpretation is logi- 
cal for a past war. The ‘‘we’’ group which survives the World War does not 
include the men killed and the children they never had, and it is natural 
to exclude consumption which could not have done “us” any good. Before 
a war, however, ‘“‘we’’ includes people whose existence is to be cut off ot 
prevented by the war. The time dimension of the entity called “society” 
runs forward as well as backward. The estimated costs of the war include 
all values to be lost as a result of the war. Among these values are the 
values, to workers and their dependents, of consumption which certain 
workers and their dependents would enjoy but for the war. Since it is the 
war which will obviate these valuers, we can hardly omit these values on 
the ground that the obviation of the valuers will make them nonexistent. 
In the present, what workers consume is not deducted from the national 
income, because what workers consume is valuable to workers and workers 
are part of “us.” Perhaps a fascist clique should exclude this consumption 
as being a maintenance cost and not yielding net value to the clique. Ina 
free society, however, productivity is figured differently for men than for 
machinery or mules. What free men use up for their own maintenance in 
the process of production is not deducted in estimating what the society 
produces. And similar values which are to be obviated by a future war must 
be reckoned as costs of the war. It is true that they will not be postwar costs 
of this war. Instead, they will be incurred when men are killed and the 
nonexistence of their children is thus assured. A war annihilating the whole 
of mankind could have no postwar costs to mankind, but, before the wat, 
such an event should be treated as a cost. 

And this has a bearing on the cost and income approaches to the valu 
tion of lives. If the men directly and indirectly lost comprise a representative 
sample of the whole population, with respect to age and productivity, t 
makes little difference which of the two approaches is used. In this case # 
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man is worth what he costs and he costs what he is worth, except for what- 
ever net addition he would make to society's capital. 

Postwar Maladjustments. With respect to postwar maladjustments, cer- 
tain depression losses are fairly chargeable to the war because the values lost 
in the depression are peace values. In estimating such a loss, we should com- 
pare the value of the leisure enforced by the depression with the value of 
the lost productive activity as an end in itself, and then see whether we 
ought to add to or subtract from the loss taking the form of reduced na- 
tional economic income. The result would doubtless be a big addition to 
the total loss. Contrast the case where leisure is curtailed during war. In a 
democratic country, this should represent a gain in terms of war values but 
a loss in terms of peace values. Again the point is that our estimate of war 
costs depends on the value standards which we use. 

Postwar Values. The real problem of cost is well illustrated by Profes- 
sor Joerg Joergensen, of Denmark, in an account of the changes in value 
wrought by the World War.’ During the war, fear gave way to elation, 
elation to bitterness, and bitterness to despair; while among the prominent 
postwar values were those of the undisciplined “flaming youth,’ who 
pointed to the war as proof that the counsel of elders was wrong and that 
whatever was young was right. Here it is obvious that we can neither accept 
demand as a datum nor select some given set of values arbitrarily. We can- 
not, as the Pragmatists are sometimes accused of doing, just accept the values 
which are being accepted. “To a dog there is nothing like a dog,” and ditto 
a Flaming Youth. The case is like the one described by Holmes’s poem 
about Rudolph the Headsman. Rudolph worked so smoothly that the victim 
did not know he was dead until a pinch of snuff produced a sneeze which 
jarred his severed head from his shoulders. We might be dead enough for 
the lack of good values, but we should never know it without some sort of 
snuff to set us evaluating values themselves. 

To take another example, war apparently has something to do with post- 
war revolution. Is the latter a cost of the former? There is room for a dif- 
ference of opinion, but clearly little is to be gained by choosing between the 
opinions of the Comintern and the D.A.R. The story goes that Stalin, when 
told that foreigners thought it did not make much difference whether Rus- 
sia was under a Romanov or a Bolshevik despotism, replied, ‘Well, it makes 
a lot of difference to us!” As is common in the discussion of “isms,” he 
accepted one set of values arbitrarily. 

In a similar situation, A. C. Pigou adopts a solution resembling that of 
Stalin, although it is less frank.* His problem is raised by the fact that 
changes are always occurring in the concrete contents of the stream which 


7 W hat Would Be the Character of a New War (cited above), pp. 250-273. 
The Economics of Welfare, 2d ed., 1924, pp. 44-48. 
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comprises the national income, or national dividend. To determine what T 
happens to the dividend between two periods, say 1930 and 1940, we need te 
to compare the values of the goods extruded from the stream with the values ju 
of the goods introduced into it. The measuring rod of money works only if Co 
there have been no changes in tastes and personal distribution to alter value Bi 
standards. But if standards have changed, Pigou ducks the “determination Ww 
of the Indeterminate,” as he seems to regard it, by saying that the dividend lo 
may have moved one way according to the 1940 standard and the other ac. th 
cording to the 1930 standard. Such a solution is less than we have a right ou 
to expect from a tremendous tome purporting to deal with the economics of 
welfare. Matters are not much improved by Pigou’s statement that an in- im 
crease of the dividend according to one standard is probably also an increase tic 
according to the other. For what this essentially means is that probably cul- re: 
ture is stable enough to keep the two standards fairly close together. But it di 
happens that our most important social problems relate not to similarity but ace 
to diversity of standards, because culture is made notoriously unstable by lea 
events like wars and revolutions, and it needs to be evaluated whether it is thi 
unstable or not. po 
Unless this problem is faced, it is hard to make sense out of the alleged ma 
costs of war. Within the framework of a given set of values, we may be are 
able to deal with the opportunity costs of particular items without raising “a 
the problem of value standards. As between two different sets of values we 
certainly cannot. The opportunity cost of war is the loss of peace. But so 
does peace have an opportunity cost; namely, the loss of the values peculiar 
to war. In order to show that war has any net cost at all, it seems necessary Or 
to show that mankind does not get its money’s worth out of a war, and this wil 
cannot be demonstrated by mere quantitative measurement. It is incorrect oh 
to say that we dislike war because it costs so much. What we should say is mis 
that war costs dearly because we dislike it so much. A colleague of Dr. Viner 
once summarized war by saying, in effect, that war is ‘‘dirty and expensive.” po 
But we do not have two kinds of cost here. Instead, the meaning of the tho 
“expense” is to be found in the “dirt.” It is putting matters backwards to "pc 
say that high tariff or any other national policy is irrational because it i es 
costly. If we prefer the reflected glory of a warlike state to an ample con- the 
sumption of ordinary commodities, there is nothing irrational in exchang? Kins 
controls and Big Berthas, provided they are efficient means to the selected per 
end. 
To direct us through changes of value, we need some means of compat ror 
ing sets of value with respect to quality, or worth. The meaning of a change, nos 
as Cooley indicated,’ is contained in the expression, ‘I have come to feel tran 
differently about it.” And the same phrase embodies the essence of value con: 


standards. The quality, or worth, of a value is a matter of feeling, of taste 


*C. H. Cooley, Social Process, 1920, p. 290. 
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This was what J. H. Tufts meant by the following statement:** “The only 
test for goodness is that good persons on reflection approve and choose it— 
just as the test of good persons is that they choose and do the good.” Of 
course the statement would make nonsense if it were put forward as logic. 
But logic deals in quantities, namely, in relationships among qualities, 
whereas Tufts was dealing with qualities which provide the data on which 
logic is based. Whether any rationale can be assigned to qualities—whether 
there can be a workable “subjective calculus,” as Viner put it—depends on 
our ability to agree on tastes. 

There can be and is substantial agreement on tastes. Qualities are not 
imponderables, and reflection on them does not amount to “‘the determina- 
tion of the Indeterminate.” If there is ‘‘no disputing about tastes,” the 
reason is likely to be that there is too much agreement to leave room for 
dispute. It is also possible to make progress with the classification of values 
according to worth. Cooley gives us a start when he shows how, under the 
leadership of influential persons, new values slowly gain currency. Some- 
thing is known, too, of the devices employed by the leaders. As Madariaga 
points out in his Disarmament, the art of suggestion doubtless assumes the 
main burden. The nature of language being what it is, concrete situations 
are made to suggest qualities. For example, the meaning of the following 
“labor problem” is not lost on many college sophomores: 

“The golf-links are so near the mill 
That almost every day 


The little children at their work 
Can see the men at play.” 


Or take the famous comparison originated by Victor Berger and often cited 
without recognition of its author. Berger simply suggested in some detail 
what furnished homes, endowed universities, staffed hospitals, etc., we 
might have had in place of a 400-billion-dollar war. 

Even the formal classification of values is capable of no inconsiderable 
development. In economics, the general tendency of “‘principles” books, al- 
though they pretend to ignore the subject, is implicitly to classify values as 
“good” and “‘bad.” Thus in an early chapter a famous textbook called atten- 
tion to the need of “better wants” but pretty much let the problem go at that 
thereafter. Myself, when young, did take as a point of departure a classifica- 
tion suggested by F. H. Knight, the result being a division of human ex- 
petiences into the “‘intuitive’’ and the “‘rational,” with two main subdivi- 
sions of each. And not all teachers who had the chance omitted this material 
from assignments because they could not see what it had to do with eco- 
| nomics. On the assumption that values always proceed from activities, Ber- 

trand Russell is disposed to divide activities broadly into the creative, or 
constructive, on one side, and the acquisitive, or destructive, on the other. 


"The Moral Life and the Construction of Values and Standards,” in John Dewey, 
Creative Inteliigence, 1917, p. 382. 
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All his works are fertile in suggestions for value classification. The philos- 
ophers have explored the problem much farther than have the economists, 
but social science suffers from the sharp departmentalization of the two 
groups. 
Disagreement about values probably relates far more to terminology than 
to qualities themselves. In establishing values, what happens is that we have 
experiences, communicate with one another, and reach agreements about 
quality. With respect to the progress of values in our own country, there 
would seem to be substantial agreement on two articles of faith. The first is 
that, in practice, the values of democracy are superior to those of autocracy. 
The second is that, if it is bad for the minority to coerce the majority, it is 
not much better for the majority to coerce the minority; that is, the values 
of “‘good’’ persons must have a fair trial. Such persons can be and are iden- 
tified. Tentatively, or before the trial, they are broadly distinguishable as 
persons of high general ability and special training. Finally, or after the 
trial, the test must be the acceptance of their values. Adherence to any other 
test, as it would preclude democracy itself, would cause the adoption of 
values costing more than they were worth. In so far as it refuses to consent 
to a fair trial, of course, a democracy finds itself in the position of Rudolph 
the Headsman’s victims. It is true that certain ‘‘intellectuals’” look down on 
supposedly decadent democracy from the gold bar of Heaven and weep: 
‘“‘we hear their tears.’’ Yet the theory that democracy does not go far in 
giving values a fair trial is hard to reconcile with the fact that these same 
mourners are able to hold their jobs. We also know where it is that mem- 
bers of the intelligentsia are especially out of luck. Against Washington 
Irving's observation that the distribution of common sense is equitable, since 
nobody desires any more of it than he already has, we may well set Lincoln's 
suggestion that God must have loved the common people or He would not 
have made so many of them. For that part of the intelligentsia which teaches 
the social studies, and for economists in particular, the problem is to de- 
velop better means for expressing values. Unless we do it, we must remain 
severely handicapped in discussing either the costs or causes of war. And we 
are not likely to do it if we insist on confining economics to the “science of 
price. 
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DOES INFLATION CHANGE THE ECONOMIC EFFECTS OF WAR? 
By AARON DIRECTOR 


I 


The topic of this paper is that of an appropriate monetary framework for 
a war economy. This will surely appear paradoxical, in view of our failure 
to provide an appropriate monetary framework for peace, either for our 
general theory or in practice. On the theoretical side the problem is sim- 
plified somewhat by the fact that wars do not last forever. A given criterion, 
such as a stable price level or fixed quantity of money, may therefore be 
adopted, which as a guide to permanent policy would be subject to serious 
limitation. On the practical side, the problem is simplified by the unanimity 
of opinion which prevails during wartime. Hence, providing the adminis- 
tration in power accepts a given monetary policy its enactment should not 
prove very difficult. In the absence of strong pressure groups, unanimity of 
opinion among economists may be expected to be more influential in the 
adoption of the “right’’ policy, than has been the case on those few occasions 
when economists were of one mind. 
Apology is appropriate for assuming that war will lead rapidly to full 
employment of all resources. The very poor record of generals in forecast- 
ing the duration and magnitude of past wars must cause us to hesitate in 
making similar forecasts for any future war. But unless we assume that 
private enterprise is hereafter not in a position to provide the necessary 
investment opportunities to maintain full employment, it is not unreason- 
able to assume that war expenditures no larger, in proportion to income, 
than those of 1918 will result in a rapid absorption of available unemployed 
resources. Until approximately full employment is established, monetary 
policy must be oriented around the task of increasing the aggregate output 
of the community, as well as making a portion of it available for the war 
effort. In the former respect, the problem is analogous to that which has 
confronted us during the present decade. Continuation of the program 
which now holds the field would not even require a change in the initials 
of some of our spending agencies. War and work begin with the same letter 
of the alphabet. 
It is precisely because of the history of the recent past that, in considering 
4monetary program for war, we must give more rather than less considera- 
tion to conditions of full employment. We have lived so long in the shadow 
of unemployment, long enough to elaborate a theory of secular stagnation, 
that we may miss altogether the reversal of the trend. The current banking 
situation, with a large amount of balances and unprecedented excess reserves, 
‘urther justifies the emphasis on conditions of full employment. 
The economic tradition has been anti-inflationary since the first quarter of 
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the nineteenth century. That tradition was itself established during a long 
war, in a country which had suspended specie payments and operated under 
an inconvertible standard for a period of over twenty years. In view of the 
paucity of price data at that time and the skepticism about the utility of 
index numbers before they were widely used, it is not surprising that though 
some attention was devoted to price increases as an evidence of inflation, the 
major emphasis was put on what can be termed relative depreciation. 

This emphasis has persisted. Hence, while there has been a tendency to 
deprecate monetary expansion during wartime, there has also been a tend- 
ency to argue that in the midst of world inflation to which all countries 
contributed, no particular one should or could do much to prevent it.’ In 
ordinary times there is much to be said for adhering to an international 
standard as a means of maintaining monetary stability. For this country to 
adhere to an international standard while the rest of the world is at war, or 
while it also is at war, involves introducing continuous instability at home 
without serving any useful purpose. Thus in 1915-16 our monetary con- 
ditions were being adjusted to the steady inflow of gold, the magnitude of 
which depended on the decisions of the allied governments regarding the 
amount of goods to be purchased in the United States, our willingness to 
take their securities, and their willingness and ability to collect American 
securities owned by their nationals. 

The economic tradition has not only been anti-inflationary, but we have 
generally assumed that both inflation and deflation were monetary phe- 
nomena in the sense that they could be prevented by monetary policy. The 
recent discrediting of monetary policy as a means of combating deflation 
need not concern us. But ever since the days of Thomas Tooke it has been 
held by some that while peacetime inflation was a monetary phenomenon in 
the sense noted above, wartime inflation was inherent in a wartime economy 
and could not be prevented by monetary means. Tooke, as is well known, 
though our first compiler of price statistics on a grand scale, never used 
price index. In his examination of particular prices he was always able to 
find explanations for the price increases in terms of supply or demand con- 
ditions created by the war itself. B. M. Anderson restated this general posi 
tion as follows: The analysis applicable to increases in general prices in 
ordinary times “‘may very well be upset by the conditions of a great wat. 
Commodities in general may grow scarce and increase in value, and undet 
such circumstances a general rise in commodity prices indicates, not a fall in 
the value of money, but a rise in the value of goods.”? What a future wat 
has in store in the form of scope and destruction we cannot tell. The 0% 
tional output of the United States in terms of 1914 dollars remained ap- 

* See H. S. Foxwell, “Inflation: In What Sense It Exists; How Far It Can Be Controlled,’ 
in Papers on Currency Finance, pp. 20-46. 


*B. M. Anderson, Jr., Effects of the War on Money, Credit and Banking in France and 
the United States, 1919, Chap. XVII, pp. 196-210. 
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proximately constant during the years 1916-18 inclusive. In spite of the in- 
herent difficulties involved in measuring real income, in the absence of other 
evidence we must infer that there was no general reduction of goods and 
services available for both peace and war uses. Parenthetically it may be 
remarked that the national output data do not support the view, for this 
country at least, that the war effort was made in part by reducing leisure, 
or utilizing on a significant scale the labor of women, children, and older 
persons. Substantial increases in effort during the war period are not neces- 
sarily inconsistent with the data on output or income, as they may have offset 
the waste and lost motion that war brought in its wake. To the extent that 
increased effort was characteristic of other countries it must have been due 
to the larger fraction of income that was used for war purposes and the 
greater pressure this involved on current consumption. 

In view of the marked shifts in relative prices which war conditions bring 
forth and the difficulties of abstracting these from measures of general price 
changes, it will clarify the problem if we consider war inflation, not in 
terms of price changes, but in terms of changes in money income. 


II 


Whether or not monetary stability—constant money income—is to be pre- 
ferred to inflation depends on the effect of each on: (1) the war effort; (2) 
postwar readjustment; and (3) the allocation of the burden on the various 
income classes. 

1. War requires the transfer to government of the necessary funds for 
the acquisition of a given fraction of current output. It requires at the same 
time the shifting of existing resources for the purpose of producing com- 
modities and services not normally produced and of increasing the output of 
some while contracting that of others. 

The transfer of the necessary spendable funds should not prove a serious 
problem in a democratic community. Strictly speaking it makes no difference 
whether the funds obtained come through borrowing operations or through 
taxation. There is no reason for assuming that resources released in one 
field are more or less specialized than resources released in another. But 
while obtaining a large fraction of war expenditures from taxation may 
not be a necessary condition of monetary stability, it has been rightly in- 
ferred that we are more likely to adhere to a policy of monetary stability if 
a much larger fraction of war expenditures is obtained through taxation than 
was the case in past wars. 


Past failure to obtain larger sums through taxation can be ascribed to the 


| timidity of the administrations in power, and to the necessary interval be- 


‘ween government expenditures and tax collections inherent in the tax sys- 
‘em. There were in addition certain contributory factors not applicable to 
all countries. In France, for example, during the World War the administra- 
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tive machinery for large-scale taxation was inadequate and was further de. 
moralized by the invasion of its territory. Germany was influenced by the 
conviction that its cost of the war would come out of allied indemnities, In 
all countries there was continuous expectation that the war would not last 
long,? and a widespread belief that by borrowing, part of the real cost of 
the war could be passed on to a later generation. 

The gradual increase in tax levies over time is itself an indication that the 
limits of taxation are very flexible. The necessity for gradualness in the in- 
crease which obtains in peacetime does not apply in wartime, particularly 
if it is made clear that the extraordinary levies are temporary, and that all 
members of the community are being called upon to contribute to the war 
effort. That administrators underrate the willingness of the community to 
pay for the war by taxation is shown by the increasing proportion of 
war expenditure raised by taxation during the World War in both the 
United States and Great Britain. What can be done towards the end of a 
war can be done at least as easily at the beginning of a war. 

The difficulty of collection should not prove a real obstacle in these days 
when advance planning for war is so widespread. Even in the absence of 
such advance planning it should not prove more difficult to improvise the 
necessaty machinery for collecting the bulk of income taxes at source ona 
monthly basis than it was to improvise the machinery for the Food or Fuel 
Administrations during the World War. 

To a large extent government expenditures in wartime are made on com- 
modities which are generally consumed. The contraction of monetary de- 
mand by individuals whose income is curtailed would at once make available 
for government purchase, at current prices, a portion of the current output. 
There is no reason for assuming, however, that as the result of a general 
levy on income private demand would be contracted by the precise amount 
necessary for war. In general, while the transfer of spendable funds from 
civilians to government would lead to contraction all around, it would be 
greater in some fields than in others. Command over resources in general 
would be transferred; but in the short run resources are more or less special- 
ized. The fundamental problem of a war economy is to effect a transfer of 
resources from their prewar uses to meet war requirements. Will this trans 
fer be impeded or facilitated by monetary inflation? 

Under the inflationary method increased output in the war industries wil 
be achieved by competing with other industries, the monetary demand fot 
whose products is not decreased, for the necessary labor and materials. As: 
result of the increased money wages offered in the war industries, monetaty 
demand for the product of consumers goods industries would in fact be 
increased. Wages and prices will rise in both fields, though they will ns 


* For the delay in imposing war taxation on this account in England, see F. W. Hirst, 7 
Consequences of the War, p. 144. 
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more in the war industries. The necessary contraction will take place only 
in response to increased money costs. The resulting rise in prices and wages 
all around will make profit prospects appear promising in all industries, and 
lead to speculative attempts to purchase raw materials for industries which 
must ultimately contract their output. The continuous increase of money 
wages may lead to a continuous shifting of workers between and within 
industries, the chief result of which will be a net loss of output. 

The transfer of resources under non-inflationary conditions corresponds 
to the type of transfer which goes on, though on a smaller scale, as there is 
a shift in demand from one industry to another. In the war industries where 
the purchases of both government and civilians are larger than the prewar 
purchases of civilians alone, there will be an increase of prices, the mag- 
nitude of which will depend on the elasticity of output and extent of com- 
petition. In all other industries, where monetary demand is reduced, there 
would be a tendency for prices to fall and wages to be reduced. The mainte- 
nance of prices and wages in some of these industries would result in an 
even greater contraction of output in these industries than would be the 
case under competitive conditions. Hence, while the transfer of labor under 
inflationary conditions takes place in response to the offer of higher rates 
of remuneration in the war industries, under non-inflationary conditions 
this is supplemented by the initial contraction of employment in nonwar 
industries, which would drive some workers to seek employment even at 
unchanged rates of remuneration. In the latter case the transfer process is 
promoted in two different ways. Just as the existence of unemployed re- 
sources at the outset of a war would facilitate passing from a peace to a war 
economy, so the creation of unemployment in one sector of the economy 
while employment is expanding in another should also facilitate the transi- 
tion. 

In so far as a war economy requires the production of goods which can- 
not be produced with existing plant and equipment, new investment must 
be made which may not be appropriate for peacetime production. Regard- 
less of the monetary policy pursued, the risks involved will have to be 
assumed by the government in one form or another. But one way of meeting 
the demand for new goods is by conversion of existing plant. It is not un- 
reasonable to conclude that conversion would be more rapid when the mon- 
etary outlay for the products of certain industries is declining than it would 
be if prices all around are rising, though rising more in some fields than in 
others. The fact that under non-inflationary conditions the basis of calcula- 
tion is not upset to the same extent as under inflationary conditions, and 
expected future changes of prices and wages are smaller, should also facil- 
itate the transition from peace to war. One qualification is necessary. A 
rapid rise of prices during wartime, when there exists the expectation that 
prices will fall in the postwar period, will no doubt tend to exercise a deter- 
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ring influence on investment in durable capital. It will do so, however, in 
both essential and nonessential industries. 

2. Does monetary expansion during a war accentuate the difficulties of 
postwar readjustment? Some of these difficulties will of course obtain re- 
gardless of the monetary policy pursued during the war. The final growth 
of the war industries will be the same, as will the growth of war industries 
in particular geographic areas not suited to peacetime activities. (An in- 
flationary program may, however, encourage extravagance among govem- 
ment agencies.) The elimination of government war purchases will create 
the same initial amount of unemployment, and the same depressed areas, 
To the extent that war has fostered the growth of industries that must be 
reduced when the channels of international trade are reopened, the mag. 
nitude of adjustment will again be the same. Nor is it apparent that the 
growth of nationalism and continued restriction of international trade will 
be influenced by the monetary policy pursued during the war. 

If the unemployment which results from the postwar conditions just cited 
gives rise to a severe postwar depression, it will be not because of the mon- 
etary policy pursued during the war, but because of the monetary policy, or 
absence of policy, which obtains after the war.‘ 

It is generally assumed that monetary expansion during the war must 
necessarily be followed by monetary contraction after the war. If the ex- 
pectations of contraction are widespread and if the monetary authorities by 
their silence or pronouncements, even in the absence of positive action, con- 
tribute to the spreading of these expectations, then a period of deflation 
would set in even in the absence of the necessary postwar transfer of re- 
sources. The postwar depression of 1920-21, in the United States at least, 
was of short duration. But once the forces of deflation and unemployment 
are set in motion, there is no telling when or where the downward move- 
ment will be arrested. For a future postwar period we shall at least have 
the mechanism of continued large-scale government expenditures. We shall 
also have a more acute problem of bringing down the level of inflated war 
wages to the new level of prices. 

In the past the expected return to gold played an important part in initiat- 

“In view of the current emphasis on the absence of investment opportunities as an 
important factor in depressions, it is relevant to note that war conditions should create no 
special problems. The amount of investment in peacetime industries is greatly reduced. 


Compare the violent contraction of the building industry during the World War. This by 
itself should have a favorable effect on investment opportunities after the war compared 


with what they would have been in the absence of the war. Investment in war industries, 
which is not useful for peacetime activity, even though not fully depreciated because 0 
errors of judgment about the duration of the war, will surely have no deterring effect on 
investment in other fields. As against this may be cited the possible greater investment i 
certain industries in order to meet war conditions which is also appropriate for peacetime 
demand. In the absence of war conditions such capacity, as in the steel industry, would not 
have developed so rapidly. As a result of the war, therefore, there may be no investment 
opportunities in particular fields. To conclude that this will have an unfavorable effect 0 


employment is to take a very narrow view indeed of general investment opportunities. 
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ing a downward postwar movement. Abstracting from the redistribution of 
the world’s stock of gold which takes place during wartime, the level of 
world prices may rise to such heights as to make it impossible to maintain 
that level with prewar legal or customary reserve ratios. The attempt to 
restore the gold standard on the prewar basis will automatically involve a 
deflationary policy. Wars in addition lead to a redistribution of the world’s 
stock of gold. Those countries which find themselves with inadequate re- 
serves will in the attempt to return to gold start a deflationary movement 
that may spread to other countries. Even in the United States, whose stock 
of gold increased by approximately 50 per cent during the World War, 
the approach of the reserve bank reserves to the legal requirements caused 
by increased reserve bank credit and some loss of gold, was an important 
contributing factor in the postwar deflation. 

The return to gold after a future war is less likely, to say the least, than 
was the case after the World War. In any event the mechanics of devalua- 
tion are better understood and less repugnant than they were then. We 
must conclude, therefore, that monetary policy during the war will influ- 
ence the postwar transition mainly by establishing the presumption that if 
we have no policy before the war, and adopt none during the war, we are 
not likely to have one after the war. 

3. The case against war inflation has rested mainly on the inequitable 
character of the war burden which obtains under that method. However the 
additional spendable funds are obtained, when they are spent the dilution 
of existing balances involves a levy on all individuals in proportion to their 
money balances. The initial dilution will depend, of course, on the range of 
government expenditures. Whether by this method the wage-earning pop- 
ulation, for example, contributes more than it should will depend, of 
course, on what other levies are made on it and on the rest of the popula- 
tion, Taken by itself, however, we would all agree that a levy in proportion 
to money balances is not a fair levy. 

This initial impact of inflationary expenditures is not its only effect. As 
the new money is absorbed into the system, money incomes will rise. As 
individual incomes will not increase in the same proportion, there will take 
place a transfer of income between classes. Again whether the wage-earning 
population will in this manner give up more than it would or should 
under non-inflationary levies, will depend on the rate of progression which 
would obtain under a non-inflationary tax system, the loss of real income 
under the inflationary process, and on the other levies made on the wage 
carners while inflation takes place. We can be fairly certain, however, that 
bondholders, salaried workers, and pensioners lose more under the inflation- 
ary method than they would under non-inflationary war finance. Professor 
Clark has estimated that during the World War the salaried groups in the 
United States gave up some 4 billions in purchasing power in 1917-19 
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over and above their contribution in taxes and war loans and a further 2 
to 3 billions by 1922.° The greater the rate of inflation the greater will 
be the expropriation of the middle classes, ultimately not only of their in- 
come but of their property as well. 

When inflationary funds are obtained by borrowing there is a further 
consequence which requires notice. If we look upon the income transferred 
from fixed income recipients to entrepreneurs as the sum out of which the 
war expenditures are met, then the entrepreneurs get income-yielding as- 
sets, not only for their own contribution, but for that of other classes as well. 

It is also necessary to note at this point that large-scale borrowing is itself 
likely to promote monetary expansion. Even if the central bank had both 
the power and inclination to maintain monetary stability, war will subor- 
dinate its own policy to that of the treasury. Treasuries are reluctant to raise 
too much by taxation or by borrowing. The solution of this dilemma during 
the World War was to raise approximately one third by taxation and two 
thirds by borrowing. This was as good a showing on the taxation side as 
that made by any other country, and better than that of most. But treasuries 
are reluctant to pay high rates of interest, both because of the increased 
monetary cost of waging war and because of the adverse effect of high in- 
terest rates on institutions with large holdings of fixed interest-bearing assets. 
An appeal is therefore made to banks to make their resources available to 
government and short-term interest rates are kept low to encourage individ- 
uals to “borrow and buy.”’ In 1917-18 the issue of private long-term secur- 
ities was discouraged, but low short-term rates fostered borrowing at banks 
for both public and private use. 

During our participation in the World War this pressure to monetary ex- 
pansion to be expected from large-scale government borrowing, was kept in 
check by direct control over the prices of much of the government's pur- 
chases, by a system of priorities discouraging investment, and by intensive 
Liberty Loan campaigns. The exhortations to borrow and buy during the 
loan campaigns were to some extent neutralized by parallel exhortations to 
save. Hence, while the volume of bank money was doubled during the pe- 
riod 1914-20 and the level of wholesale prices more than doubled, the rate 
of increase of both during our actual participation in the war was less than 
either that during the interval of our neutrality or that of the postwar boom. 

When we turn to consider the incidence of war expenditures that are 
non-inflationary in character we must note first the well-established prin- 
ciple that of the revenue raised the bulk should come either from taxes on 
income which is directly due to the war or from a general progressive in- 
come tax on all income recipients. There is no more justification for indis- 
criminate levies of the type imposed during the Civil War in wartime than 
there is in peacetime. In so far as special excise duties are levied the objec 

®J. M. Clark, The Economic Costs of the War to the American People, p. 137. 
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tive should be not the raising of revenue or discouraging consumption of 
luxuries, but making available for war uses resources peculiarly adapted for 
such purpose. Beyond this some decision must be made with respect to the 
amount to be raised by revenue and the amount to be obtained through bor- 
rowing. Considerations of equity do not help us very much in making this 
choice. It is true that over long periods the poor can contribute more than 
during short periods, but so also can the rich. We can invoke no absolute 
standard which will enable us to decide whether the poor should contribute 
more than they can contribute during the duration of the war. Whether they 
will in fact do so with a given amount of borrowing depends not only on 
the tax system during the war, but on that prevailing after the war as well— 
assuming that it means something to speak of the incidence of taxation on 
income recipients over say a generation. 

The choice between borrowing and taxation must be made on other lines. 
In the main the ability of any citizen to contribute to the war effort in taxes 
or in loans is related to his current income. During the war very high rates 
of taxation can be imposed with very slight, if any, adverse effects on output 
and employment. Tax receipts will be more “appreciated” during a war 
emergency than during ordinary times. The state can therefore raise prac- 
tically all of its requirements by the issue of tax receipts, being limited only 
by the essential requirements of the population and the necessity of leaving 
some differentials in: income. It should subordinate its borrowing to taxa- 
tion because of the problems created by the existence of a large public debt. 
This requires even more emphasis than it received during the World War 
in consequence of the recent weakening of the traditional opposition to 
large state debts. 

In proving that the cost of any war cannot be shifted on to a future gen- 
eration economists have in fact proved too much. This and the theory of 
deficit financing in the present decade have led to a too widespread belief 
that the size of the public debt is not a matter of great importance. It is 
no doubt true, though not very significant, that the larger the debt and the 
larger the interest payments required, the larger will be the income out of 
which taxes can be paid. The real problem associated with a public debt is 
that of transferring income from income recipients as a whole to those in 
possession of the public debt. The larger the debt, interest rates remaining 
the same, the larger will this transfer problem loom in the postwar period. 
(Those who assume that private enterprise can no longer provide the nec- 
essary investment opportunities to give full employment can fall back on 
the contention that not only is it unnecessary to repay the principal of the 
public debt, but that interest payments can also be met by further bor- 
rowing. ) 

The existence of a large public debt will necessitate higher tax rates all 
around. These will affect employment and output in two ways. Disregarding 
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the influence of progressive taxation on the volume of savings, high rates 
will aifect adversely the volume of employ ment and output by deterring 
entrepreneurs from undertaking risky investments. It is only because under 
war conditions full employment may prevail even in the absence of invest- 
ment in untried fields that this influence may be disregarded. Moreover, the 
existence of a large fixed charge on the revenue of the state will result in 
a more widespread resort to pay roll and excise levies as a means of meeting 
the steadily growing obligations which are being imposed on the state. 
Such levies will affect adversely the volume of employment even more di- 
rectly than will high rates of income taxation. Alternatively the existence of 
a large standing charge on the revenue of the state will impede the use of 
taxation as a method of equalizing the distribution of income. 

The advocates of deficit financing during periods of unemployment have 
rightly pointed out that the public debt thereby created is accompanied by 
the creation of income which would otherwise not exist. To some extent it 
is also true that income yielding assets are created at the same time. Should 
war be commenced at a — when there is a large volume of unemploy- 
ment similar reasoning might be applied to the financing of war expen- 
ditures by public borrowing until full employment is restored. We should 
however give further consideration to the substitution of central bank credit 
for public borrowing in order to avoid both the payment of interest and the 
postwar transfer of income. The opposition to the creation of money by 
the state rests on the fear that the state will not exercise the necessary re- 
straint, and that private banks will compete with the state in the creation of 
money, using the money created by the state as reserve. The latter difficulty 
can, however, be overcome by applying the principle of Peel’s Act to the 
deposits created by the central bank for government war expenditures. It 
would not be difficult to fix the volume of deposits as of a given day or 
average of days, thus doing away with any excess reserves which may exist 
when war is declared, and to require that against new deposits acquired as 
the government deposits are expended corresponding reserves should be 
kept. This, incidentally, also merits consideration if we abandon the attempt 
to prevent inflation. If we are to have inflation we might as well have it ina 
direct form without the intermediary of public borrowing. 


III 


Finally I may advert to an influence of monetary policy which is some- 
what indirect. All wars require the economizing of all goods and services 
normally consumed. In a future war we must give some consideration to 
economizing the use of authoritarian control, this not so much because it 
has alternative uses but because the supply of good control is very limited, 
and because its utilization may accustom us to accept it after the war is over. 
Much of the impetus back of the movement to impose war controls is de- 
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rived from the acceptance of the view that war inflation is inevitable, that 
administrative control is necessary to prevent too great a rise in the cost of 
living, the expropriation of the middle classes, and profiteering. In the last 
war the Fuel Administration and, more particularly, the Food Administra- 
tion were organized largely for these reasons. If we can prevent inflation 


by monetary means, we may forego, some at least, of the authoritarian con- 
trols that might otherwise be imposed. 
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ROUND TABLE ON THE ECONOMICS OF WAR 


CHARLES O. Harpy, Chairman 


The discussion at this round table was devoted to the papers presented at 
the morning session on the economics of war and to a paper read by Mr. 
S. v. Ciriacy-Wantrup (which follows the summaries of the discussion). Herbert 
Zassenhaus, Gerhard Colm, Herbert Stein, Michael Heilperin, Frederick Strauss, 
and Lewis L. Lorwin participated in the program and the first three have con- 
tributed summaries of their remarks. 


HERBERT K. ZASSENHAUS: I concur with Dr. Heilperin as to the following 
points: 

1. The insufficiency of Professor Dickinson’s evidence that the decline phase 
of Kondratieff’s cycles is due to war. 

2. The impossibility to share in Professor Dickinson’s gratification over our 
inability to furnish precise proof for economic propositons. 

3. The overstress by Dr. Pollock on the future influence of what he calls a 
“preparedness economy,” and the care necessary in treating this type of econ- 
omy as a completely new and not long-grown phenomenon. (Dr. Lorwin made 
a similar point.) 

4. The relative insignificance of such discussions of “value problems” in- 
volved in assessing the cost of wars as were presented by Professor Knight. 

A few points may be suggested in connection with Mr. Director's paper, 
by way of a qualification of the importance of war financing. 

1. 1 should emphasize more strongly than he has that the contraposition 
inflationary and non-inflationary war financing is not identical with the con- 
traposition financing with taxes and financing with loans. The supposed good 
effects of taxation cannot be accredited to non-inflationary financing, nor the 
supposed bad effects of loan financing to inflationary financing, nor vice versa. 
Taxes, if not adjusted so as to prevent their payment (directly or indirectly) 
out of borrowed funds, can be as inflationary in their effects as loans financed 
through an instrument which is a close substitute for money. 

2. As Mr. Director indicated, postwar deflation is largely independent of 
war financing, just as there may very well be a war inflation which is in- 
dependent of how the war is financed. The monetary concomitants of the 
shift to or from war production will play a major part in such war inflation 
or postwar deflation. 

3. As neither taxes nor loans nor a combination of both is likely to be 
sufficient to divert resources to war purposes, price and investment control vil 
probably be unavoidable, especially if the war should hit the country at neat- 
boom times (as in England now). And the policy followed in this regard 
rather than war finance will account for what government controls remain 
after the war. 

4. The strongest case for taxation rather than borrowing rests on the adverse 
distributive effects of loan financing during the war (if inflationary, from 
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fixed to variable incomes) and after the war (from the public to the bond- 
holders), and on the monetary effects of unwise postwar debt management. 


GERHARD COLM questioned Mr. Dickinson's attempt to interpret the Great 
Depression as an aftermath of the World War. He doubted whether the 
expansion of the war period—outside the fields of agriculture, shipping, and 
a few special fields of industry—treally resulted in malinvestment to a very 
substantial extent. He suggested that the World War, in its effect on most 
industries and also international trade, mainly speeded up trends which were 
already observable before the war. The World War accelerated the develop- 
ment of a “maturing” economy. The investment backlog of the war period, such 
as in housing, as well as most of the bad investments, except in agriculture, 
were absorbed in the first five postwar years. It is true, the capital destruc- 
tion in Europe induced an extraordinary capital export which was one of the 
factors delaying the appearance of the phenomenon of oversaving. That a 
great portion of the international capital transactions of the postwar period 
was of a short-term nature added, as did other factors, to the sensitiveness 
of the economic system and facilitated the spreading of the depression from 
country to country. Mr. Colm concluded that the effects of the World War 
modified the developments of the last fifteen years but can be regarded neither 
as the prime cause of the boom of the 1920’s nor of the depression of the 
1930's. He interpreted the Great Depression as resulting from difficulties in- 
herent in the transformation of an economy of high speed expansion into an 
economy of high level consumption. This process does not fit into any of the 
long-wave theories and calls for a very determined economic and fiscal policy, 
not for a mere waiting for the next upturn of the wave. 


HERBERT STEIN: The economic aftercosts of war discussed in the papers 
presented fall into two general categories. First there is the diminution of 
postwar production which may be attributed to the war's effects upon the 
supply of resources, physical and human. Second, there are the costs of under- 
employment of resources which have at times in the past been associated with 
the aftermath of war. It is this second type of cost which bulks large in the 
long-wave theories which find war to be the upper turning point and which 
accounts for most of the postwar deficit in output discovered by Dr. Dickin- 
son. Yet if we look for the connecting links between war and postwar de- 
pression we do not find them in the military or even the economic necessities 
of warfare. In part these links are found in the choice of methods for conduct- 
ing the war. It is apparent from Mr. Director’s paper that in the past we 
have made the choices which are not only most dangerous for postwar prosper- 
ity but also least efficient for the prosecution of a war. In part the postwar slump 
has been the economic consequence, not of the war, but of the peace—both 
the terms of the peace treaty and the domestic policies pursued during peace. 
As Professor Knight points out, war and peace may be made to fit into the 
cycle theories of Hawtrey or Hayek or Cassel, but this is only so if war and 
peace are defined to include inflation and deflation. Parenthetically, it does not 
seem likely that war and peace, however defined, can be brought to fit 
simultaneously into the theories of Hayek and Cassel. 
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Of course, it is possible that the relation between war and depression is 
psychologically, if not logically, necessary. Finance ministers and monetary 
authorities may always act as they have been known to act. But there is now 
some evidence that even this relation has been weakened. Some of the legal 
and conventional inhibitions to a monetary policy have expired in the course 
of the last two decades, and while this is no assurance of a rational monetary 
policy it at least opens the door to rationality. The numerous exposés of recent 
years have built up a strong national sentiment against war profits which 
might be enlisted in support of a tax program. The fiscal policies already 
adopted in the belligerent countries indicate a greater determination to avoid 
inflation than was felt twenty-five years ago. There is also the more gloomy 
prospect that peacetime economy of the future will resemble wartime econ- 
omy more than has been true in the past, and that the aftercosts of war will 
be measured in the greater perversion of employment to the service of the 
armed state rather than in unemployment. This does not mean that the avoid- 
ance of postwar depression in the future is certain or even highly probable; 
it merely suggests that the pattern of the Kondriatieff may not inevitably be 
associated with future wars. While we are certainly not justified in optimism, 
it would be dangerous to underestimate the importance of the decisions cur- 
rently being made in the capitals of the world. 

Little attention has been given today to an aspect of the war problem which 
is of special concern to the United States. What are likely to be the costs of the 
war to the United States acting as the chief neutral supplier of materials 
for the belligerents? For our current export surplus we shall receive pay- 
ment, although it has been questioned that the gold which we may expect to 
receive will constitute payment in any important sense. The character of the 
postwar economy is of course difficult to predict but it would not be surprising 
if Mr. Chamberlain’s postwar utopia contained a prominent monetary role for 
gold. In that case we should be able to receive payment in goods if we are 
willing to do so. But even without contemplating a future gold outflow it is 
not clear that the employment of labor in the indirect production of gold is 
an inferior substitute for idleness or some of our make-work projects. 

The major cost to which the United States is exposed as the neutral source 
of supplies is the postwar depression. Since we were in a state of depression 
before the war began, it may not be proper to say that the war presents the 
danger of a new depression. It would be more accurate to say that the war 
will give us a level of activity which is higher than we would otherwise have 
achieved but which will be especially difficult to maintain. Our ability to 
maintain the war level of activity after peace returns will depend in large part 
upon our own policies, upon our ability to make use of the opportunity 
provided by rising activity to eliminate some of the sources of rigidity in the 
economy, upon the vigor with which monetary and fiscal steps are taken to pre 
vent a reduction in spending when the war ends, and upon our willingness to 
make the concessions in our international economic position which would be 
helpful in restoring world trade and international investment. 
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FraNK G. DICKINSON: I appreciate the criticisms that have been given, 
especially because I am working on a longer manuscript of the “Aftercost 
of the World War to the United States.” Mr. Colm was the only one who 
touched upon my explanation of the 1920's; the rest discussed primarily my 
explanation of the 1930's. It strikes me that if this absence of criticism of 
my treatment of the 1920's indicates acceptance thereof, then I can argue 
that if Long Cycle III explains the 1920's, it must also be accepted as an ex- 
planation of the 1930's. 

Mr. Strauss in his remarks stated that I was in disagreement with Professor 
Schumpeter. Without giving chapter and verse, Mr. Strauss asserted that 
Schumpeter believed that production expanded rather than contracted in the 
long downswing of the long cycle. I am unable to find any such statement 
in the writings of Schumpeter, and would appreciate a citation. I fail to find 
in Schumpeter’s studies any serious attempt to demonstrate the existence of 
the long cycle; rather, Professor Schumpeter accepts Kondratieff’s inadequate 
evidence. I would call Mr. Strauss’ attention to my attempt actually to measure 
one long cycle. 

Mr. Heilperin objected to the defeatism involved in the argument that, 
given the World War, the depressed 1930’s were inevitable. Mr. Heilperin 
also implied that for the most part I had overlooked the tragic social, political, 
and economic mismanagement since the World War. I would make two answers 
to Mr. Heilperin’s arguments. First, the long-cycle concept involves no more 
defeatism than the short-cycle concept, which predicates that depression must 
follow prosperity. Second, I would say that whenever human beings become 
so perfect as to avoid the errors of peace, they will also be too wise to wage 
wars in the first place. 
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THE RELATION OF WAR ECONOMICS TO AGRICULTURE WITH 
PARTICULAR REFERENCE TO THE EFFECTS OF INCOME 
AND PRICE INFLATION AND DEFLATION 


By S. v. Cintacy-WANTRUP 


I 


The concept, “war economics,” comprises all economic effects of preparation 
for war, of war itself, and of postwar adjustment. War economics is a prob- 
lem for neutrals and belligerents alike.* 

It is commonplace to say that each individual war has been different with 
respect to its economic effects. Since it is impossible within the limited time 
available to approach the subject assigned historically, the discussion must 
be confined to those economic effects of war which are of sufficiently general 
nature—at least in an economy based on monetary exchange—to allow abstrac. 
tion from the historical peculiarities of individual wars and to arrive at state- 
ments about the relation of war economics to agriculture which are to some 
extent independent of time and place. By far the most important of these 
general economic effects of wars has been inflation followed by deflation of 
aggregate money incomes and of the general ‘price level. For this reason the 
effects of inflation and deflation upon agriculture have been selected as the 
central theme, although there are, of course, other general effects of war 
economics upon agriculture. 

Why and how wars have had inflationary and deflationary effects can only be 
touched upon here. In a monetary exchange economy no major war has been 
financed entirely out of taxation or voluntary contributions. Ordinary methods 
of taxation are too slow. Psychological and political considerations and fears of 
disorganizing private enterprise stand in the way of too severe tightening of the 
tax screw. Moreover, the resources of foreign contries cannot be tapped by tax:- 
tion. For all these reasons the state always seeks credit, usually enforcing its ap- 
peal with pressure, which ranges all the way from appeals to patriotic sentiment 
to direct compulsion. The existing restrictions on credit are invariably broken 
down. Monetary authorities and private banking systems become servants of 
paramount fiscal needs. Fiscal inflation leads to inflation of aggregate money in- 
comes if credits for nonessential production are not correspondingly curtailed. 
The latter is theoretically possible, always attempted, but as yet mever accom- 
plished. 

Inflation of aggregate money incomes must involve price inflation if the 
former is not due entirely to the employment of previously unemployed factors— 


2 War economics may be influenced by, but does not include, the economic causes and 
the economic objectives of war. In a world of economic nationalism, natural limitations 00 
agricultural production, for instance, may be a contributing cause of wars and may deter- 
mine military objectives. These important aspects of the relation of war and agriculture are 
not strictly within the boundaries of the topic under discussion. One has also to differentiate 
clearly between war economics and economic warfare. The latter is a problem of economic 
strategy, and not of economic effects of war. In “total” wartare the two concepts may 
become synonymous for some countries, but for other countries and for the world as ¢ 
whole problems of economic warfare normally form a small part of the problems of wa! 
economics. 
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assuming infinite supply elasticities of these factors and sufficient supply of 
limitational factors—or, in a fully employed economy, if hoarding is not cor- 
respondingly increased. Increases of aggregate money incomes are scarcely ever 
confined to the employment of previously unemployed factors. Even if they were, 
price increases would occur, but they would be of short-run nature. Because of 
shortage in limitational factors, increases in production are usually halted before 
all unemployed factors have been employed. It takes time until such bottleneck 
obstacles have been overcome. Increase of hoarding with increasing aggregate 
money incomes and increasing prices is unlikely theoretically and has not yet 
been experienced practically. 

After the end of a war, fiscal inflation continues for some time because of de- 
mobilization and reconstruction needs. War is generally followed by a short 
period in which inflation of aggregate money incomes and prices is as great as 
during the war, or even greater. Fiscal deflation directly or indirectly, through its 
anticipation, brings about the collapse. Disappearance of fiscal credit needs 
makes possible the re-establishment of the artificial limitations on the expansion 
of credit which had been set aside during the war. This leads to more stringent 
conditions for private credit. Private enterprise is further discouraged through in- 
creases in taxation to service and amortize public war debts. The attempt to 
amortize war debts discloses the character of wartime investment. Under peace 
conditions debts are incurred by entrepreneurs to purchase or manufacture 
quasi-permanent goods under the assumption that the social product will be in- 
creased enough to cover interest and amortization. Under war conditions debts 
are to a large extent incurred not to increase the social product but to destroy it. 
Decrease of fiscal investments, more stringent conditions for private credit, in- 
creased taxation, and decreased ability to meet the tax burden combine to create a 
situation in which fiscal deflation is not only not counteracted but is augmented 
by the developments in private industry, with resulting deflation of aggregate 
money incomes and prices. Such a condition generally favors hoarding so that a 
vicious circle is set in motion. 

This short sketch of wartime inflation and deflation must suffice because we 
are not concerned here with the causes of these phenomena, but with an analysis 
of their effects upon agriculture. Such an analysis can be accomplished best by 
comparing the reaction of agriculture with that of nonagricultural industries 
under the impact of income and price inflation and deflation. Differences be- 
tween the behavior of agricultural and nonagricultural prices are often explained 
either by differences in demand for products of the two economic sectors or by 
pointing to the competitive market organization of agriculture as contrasted with 
the monopolistic conditions in industry. Unsound statements are often made 
about the reasons why during so-called “depressions” supply in agriculture as 
compared with supply in nonagricultural industries is maintained on a higher 
level. All these supposed differences between agriculture and other industries 
are extremely important in war economics and can be tested by a comparative 
study of the inflationary and deflationary aspects of war economics in agriculture 
and in nonagricultural industries. 

That inflationary and deflationary tendencies in the flow of aggregate money 
incomes and in the general price level are not caused by wars alone needs 
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scarcely be emphasized. Wartime inflation and deflation are not in all respects 
identical with peacetime inflation or deflation, but reveal the same differences 
and similarities between the reaction of agriculture and other industries. These 
differences and similarities will be dealt with here. They characterized the three 
long periods of agricultural depression and industrial stagnation which have oc. 
curred since the end of the nineteenth century, and, they can also be observed 
during shorter fluctuations of aggregate money incomes and prices; for instance, 
during the business cycle. 
II 


As a background for an analysis of the behavior of agriculture and other in- 
dustries with respect to price inflation and deflation, it may be well to glance at 
the relative movement of agricultural and nonagricultural prices during the 
periods of price inflation and deflation which occurred during the last 150 years, 
They are discussed for four major countries in detail elsewhere.? 

The effects of inflation and deflation upon the purchasing power of agricul- 
tural products in terms of nonagricultural products and services need particular 
attention since Kondratieff’s well-known thesis,* namely, that the agricultural 
components of the wholesale raw material price level show a more abrupt and 
greater fall in the downswing of prices and a more abrupt and greater rise in 
the upswing than the industrial raw material prices, is not entirely correct. With 
a few exceptions, particularly in the United States during the last downswing 
period, industrial raw material prices as a whole proved more sensitive than 
agricultural prices as a whole. 

The purchasing power of agricultural products in terms of products used in 
computing the wholesale price level did not show the postulated parallelism of 
movement with the absolute movement of wholesale prices.* On the other hand, 
the purchasing power of agricultural products in terms of finished industrial 
products and of services bought by farmers closely corresponded to the fluctua- 
tions of the general price level. It is this latter purchasing power, which in con- 
junction with the relative volumes of production, determines the economic 
position of agriculture relative to other industries. 

Considerable differences appeared in the movement of purchasing power of 
individual agricultural products. Grain prices, for instance, and the prices of 
agricultural products used as industrial raw materials, like fibers and oils, showed 
the same violent movements as industrially produced raw materials. Finished 
agricultural products, on the other hand, like animal products and those agri- 
cultural products which leave the farm in a state of manufacture ready or nearly 
ready for consumption, showed a price movement more nearly like that of 
finished industrial products 


2S. v. Ciriacy-Wantrup, Agrarkrisen und Stockungsspannen zur Frage der langen ,,Welle" 
in der wirtschaftlichen Entwicklung (Berlin, 1936). 

*N. O. Kondratieff, “Die langen Wellen der Konjunktur,.” Archiv f. Sozialwissenschaft 
und Sozialpolitik, 1926, Vol. 56, No. 3. Translation: “The Long Waves in Economic 
Development,” Review of Economic Statistics, Vol. XVII, No. 6, November, 1935, 
pp. 105-115. 

N. O. Kondratieff, “Die Preisdynamik der industriellen und landwirtschaftlichen Waren,” 
Archiv f. Sozialwissenschaft u. Sozialpolitik, 1928, Vol. 60, No. 1. 

* Cf. S. v. Ciriacy-Wantrup, op. cit., pp. 25-39, 110-127, and 181-197. 
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During price inflation and deflation the causes of the changes in price ratios 
between agricultural and nonagricultural products as a whole and between in- 
dividual agricultural and nonagricultural products cannot therefore be found in 
the fact that a given price series belongs to agriculture or to other industries. It 
is the purpose of the following discussion to analyze these causes and to show 
in what way and how far they bring about differences in economic position be- 
tween agriculture and nonagricultural industries in the course of income and 
price inflation and deflation. 

Ill 


For products of individual industries changes in aggregate money incomes be- 
come manifest as changes of demand and supply.5 Our task may be divided, 
therefore, into two parts; first, into tracing the effects of aggregate money in- 
come changes through demand and, second, into tracing them through supply. 

Differences in the influence of changes in aggregate money incomes upon 
prices through demand depend, first, on the relative magnitude of changes in 
position and shape of demand schedules and, second, on the existing price 
elasticities, in the sense of arc elasticities, of the same schedules.® 

Before a comparison between agriculture and industry is made in these two 
directions, it may be well to emphasize that that portion of agricultural produc- 
tion which is consumed on the farm is affected somewhat differently by changes 
in, and by price elasticities of, market demand than the marketed portion of 
production.’ For this portion, schedules of marginal utility to the farmer take 
the place of market demand schedules and are directly compared with the 
schedules of marginal costs. In the absence of substitution, the schedules of 
marginal utility of farm-consumed agricultural products may be regarded as 
constant and rather inelastic. It is, of course, not quite correct to disregard sub- 
stitution entirely. There is a well-defined trend in world agriculture towards 
substituting purchased goods more and more for goods produced on the farm." 
Always, the marginal utility of goods produced for consumption on the farm is 
compared with the marginal utility of money which may be obtained from their 
sale. Changes in the latter are not independent of changes in the aggregate 
money incomes of the entire economy. However, changes in aggregate money 


*Why they appear as changes of demand is obvious. They appear as changes of supply 
because aggregate money incomes must be equal to aggregate money costs, including 
profits. This must lead to changes in prices of cost factors, assuming the “state of the arts” 
unchanged. 

*In using the term elasticity we shall hereafter refer to arc elasticity. For our comparisons 
arc elasticity is more useful than point elasticity in spite of the more general theoretical 
validity of the latter concept. But it goes without saying that elasticity at different points 
of an arc under consideration is usually different. 

In the subsequent comparisons between changes in prices and changes of demand and 
supply of different products or groups of products relative amounts of changes are meant. 

‘Cf. S. v. Ciriacy-Wantrup, op. cit., pp. 88-95. The quantitative importance of farm- 
consumed agricultural products varies greatly with time, kind of goods produced, and size 
of tarms. For the first half of the nineteenth century in Western and Central Europe as a 
whole it amounted to around 55 per cent of total agricultural production. At the present 
time it may have decreased for Western and Central Europe to around 25 per cent, and in 
the United States to around 20 per cent. Differences in estimates are mainly caused by 
differences in valuation. Bases of evaluation are usually wholesale prices. This tends to 
understate the true value of this portion to agriculture. From a certain level of consumption 
onward the economic alternative is not selling at wholesale but purchasing at retail. 
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incomes influence the prices received and the utility of money obtained per unit 
of good sold, in opposite directions. The net effect upon substitution of home 
consumption for sales, and vice versa, may therefore be noticeable for individu. 
al farms—particularly if fixed charges affect the marginal utility of money. But 
the effect is negligible for agriculture as a whole. The portion of farm-consumed 
agricultural production renders agriculture proportionately immune to the effects 
of changes in aggregate money incomes. A second important difference between 
agriculture and industry connected with the portion of agricultural production 
consumed on the farm will be taken up later when the effects of changes in 
aggregate money incomes through supply are discussed. 

As an index of differences in relative magnitudes of demand changes caused 
by changes in aggregate money incomes, one may take differences in income 
elasticities of demand.* Differences in income elasticities may be said to be de. 
pendent on five factors: First, is market demand for a given good directly or 
indirectly determined by income. In the short run, at least, consumer's, pro- 
ducer’s, and trader’s demand may be influenced in different degrees by changes 
in aggregate money incomes. The second factor is the position of a given good 
in the preference scale of final consumers at constant or equiproportionally 
changing prices. Third, whether or not complementary or competitive relation. 
ships prevail for a given good. Fourth, the extent to which demand for a given 
good is infl ced by changes in income distribution associated with changes in 
aggregate 1 sney incomes. Fifth, the extent to which the demand for a given 
good is influenced by the rate at which income changes take place, by the direc- 
tion of income changes, and by anticipated changes. Only a short, generalized 
comparison of the first four factors in agriculture and in nonagricultural indus- 
tries is possible here. Studies of the fifth factor do not as yet permit such a com- 
parison. 

1. Many agricultural products are industrial raw materials. With regard to 
these the effects of changes in aggregate money incomes are the same for agri- 
culture and other industries which produce raw materials. The details of these 
complexities are irrelevant here. Trade capital plays an important role in the 
demand for agricultural products. Hawtrey’s analysis of the effect of producer's 
and trader’s demand upon price fluctuations through changes in inventories and 
stocks and Wicksteed’s analysis of “reservation demand” are of particular im- 
portance to agriculture.® Grains, fibers, fats, and hides are noteworthy examples. 


1 


* Elasticity of demand with respect to income will be designated briefly income elasticity 


dx dx /dy 
of demand. (Income elasticity = ys = =f —; price elasticity = np = = /=; 
x 


x = quantity taken; # = money income; y = price per unit.) ; 
Income elasticity of demand is a concept which, in the same way as price elasticity, 1s 
applicable to individual demands and to market demand. Income elasticity of demand has 


no direct reference to price. In computing income elasticities of individual demand, prices 
are assumed constant; changes in money income and real income are the same. If income 


elasticities of market demand are under consideration, prices of the good under considera- 
tion as well as of all goods cannot be assumed to remain constant but have to be assumed 
to change equiproportionally. The latter assumption is neither more nor less correct 
theoretically than the assumption that all prices remain unchanged if price elasticity of 


market demand is studied. 
*R. G. Hawtrey, Trade and Credit (London, 1928), and Capital and Employment (Lon- 
don, 1937), particularly Chap. V 


+ 

t 

I 

f 

a 

b 

12 

as 

4, - 


er's 
and 
im- 
sles. 
icity 
dy 


) 


y, 1S 
| has 
“ome 
dera- 
uned 
rect 


y of 


Lon- 


Round Table on the Economics of War 371 


2. It is usually assumed that agricultural products have a place of priority on 
the preference scale of final consumers and that changes in income do not affect 
them as much as most nonagricultural products. It is true that certain foods, for 
instance, bread, the cheaper fats, and in Central and Eastern Europe potatoes, 
have a very low positive or even a negative income elasticity for this reason. On 
the other hand many animal products, fruits, and vegetables have an income 
elasticity which approaches or exceeds unity. The income elasticity of animal 
products affects the income elasticity of bread grains and potatoes because the 
demand for the latter is partly derived demand through the demand for animal 
products. The conversion losses in feeding range from 70 to 95 per cent of calories 
and proteins. Furthermore, as implied above, the demand for bread grain on the 
farm is determined in the short run by the actions of the trade and not by the 
actions of the final consumer. 

3. As far as consumers goods are concerned, effects of complementarity and 
competitiveness are taken into account under factor two. As far as producers 
goods are concerned very little is known about this point. There is no a priori 
reason why complementary or competitive relationships should prevail more in 
agriculture than in other industries. 

4, Several studies of income tax statistics seem to indicate that concentration 
of income tends to increase if aggregate incomes rise and to decrease if aggre- 
gate incomes fall.1° “Inequality” seems to be greater in prosperity than in de- 
pression. Computation of slopes of Pareto curves'! by Crum’? and by Polak," 
both for the United States, and recent studies of the movement of real and 
money wage rates in the United Kingdom" point in the same direction. Equal- 
ization of income would favor agriculture in relation to nonagricultural indus- 
tries because it is known from many consumption studies in various countries 
that consumers in the lower income ranges have higher propensities to consume 
agricultural products relative to industrial products than do consumers in the 
higher income ranges.15 However, changes in income distribution according to 
size of income during recent booms and depressions studied seem to be slight.*® 


P. H. + eam The Common Sense of Political Economy (London, 1933), Vol. II, 
Chap. IV ff. 

” Rufus S. Tucker, “The Distribution of Income Among Income Taxpayers in the United 
States, 1863-1935," Quarterly Journal of Economics, Vol. 52 (August, 1938), No. 4, pp. 
547-587. 

Robert F. Martin, National Income in the United States, 1799-1938 (New York: Na- 
tional Industrial Conference Board, 1939). 

W. I. King, The National Income and Its Purchasing Power (New York: National 
Bureau of Economic Research, 1938). 

W. I. King, O. W. Knauth and F. R. Macaulay, Income in the United States, Its Amount 
and Distribution, 1909-19 (New York: National Bureau of Economic Research, 1922). 

z Cf. Vilfredo Pareto, Cours d’economique Politique (Lausanne, 1897), Book 3, Chap. 1. 

"W. L. Crum, “Individual Shares in the National Income,” Review of Economic Sta- 
“ies, Vol. XVII (November, 1935), No. 6, p. 127. 

J. J. Polak, “Fluctuations in United States Consumption, 1919-32,” Review of Economic 
Stats tics, Vol. XXI (February, 1939), No. 1, pp. 1-12, particularly Appendix B. 

__ John T. Dunlop, “The Movement of Real and Money Wage Rates,” Economic Journal, 
Vol. XLVIII (March, 1938), pp. 413-434, and “Trends in the Rigidity of English Wage 
Rates," Review of Economic Studies, Vol. V1 (June, 1939), No. 3, pp. 189-199. 

_ Cf. Consumer Expenditures in the United States (Washington: National Resources 
ommittee, 1939). Section 6 gives literature and comparisons with previous studies. 
Crum investigates changes in income distribution in the United States between i927 
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Moreover, all available studies of changes in income distribution neglect chan 
in the lower income brackets and the effects of unemployment. If these are 
taken into account it is doubtful if changes in income distribution associated 
with changes of aggregate incomes have a noticeable influence upon consump. 
tion. 

On the basis of these generalizations, one may conclude that differences in 
the relative income elasticities of demand between agricultural products as a 
whole and nonagricultural products as a whole are much less than is generally 
supposed. 

We may now ask whether there are differences between agricultural and non. 
agricultural industries with respect to price elasticity of demand. 

Price elasticity is partly influenced by the same factors—mutatis mutandis— 
as income elasticity. In fact, one may look upon price elasticity of demand as 
consisting of two parts, one being income elasticity and the other elasticity of 
substitution.** Additional factors are the number of uses to which a given good 
can be put and the importance of the expenditure for a given good relative to 
consumers’ incomes. The latter are, of course, assumed constant in considering 
price elasticity. It is the combined effect of all factors mentioned that determines 
differences in price elasticities, and not whether the good is produced by agricul- 
ture, mining, manufacturing, or other industries. There are products with high 
price elasticity in agriculture and products with low price elasticity in other in- 
dustries. 

Numerous studies have attempted to measure demand elasticities for agricul- 
tural goods. A summary of those studies in a recent text shows elasticities for 
nineteen different goods.*® Elasticities for the most important agricultural goods 
are below unity, but range from 0.07 to 2.56, and vary considerably for each 
good within different periods and regions. Comparable computations for a large 
number of industrial goods do not exist. The meager data available for some 
important industrial goods point to elasticities below unity—for instance, with 


and 1932, and concludes: “Despite the violent cyclical change which took place during this 
six-year interval, the degree of inequality experienced no appreciable change.” Op. cit., 

. 121. 

Par Cf. also: J. R. Hicks and R. G. D. Allen, “A Reconsideration of the Theory of Value,” 
Economica, February, 1934, pp. 52-76, and J. R. Hicks, Value and Capital (Oxford, 1939). 

The relation of the factors mentioned above to price elasticity has received far too 
little attention. The case of producers goods is discussed by Roswell H. Whitman, “The 
Problem of Statistical Demand Techniques for Producers’ Goods: An Application to 
Steel,” Journal of Political Economy, October, 1934, pp. 577-594. 

Cf. also: Don D. Humphrey, “Price Reduction as a Stimulus to Sales of Durable Con- 
sumers’ Goods,” Journal of American Statistical Association, June, 1939, pp. 252-260; 
and Edwin B. George, “Replacement Demand for Consumers’ Durable Goods,” Journal of 
American Statistical Association, June, 1939, pp. 261-268. 

* Warren C. Waite and Ralph Cassady, The Consumer and the Economic Order (New 
York, 1939), pp. 157 and 158. These measurements are often highly unsatisfactory. They 
are all derived from statistical demand curves. The differences between these curves and the 
timeless and hypothetical demand schedules of Walras (D=f(Ps, Da, . . . Pa)) of, as its 
special case, of Cournot-Marshall (D=f(p)) are often not sufficiently taken into account 
in interpreting actual market conditions. The demand curve which results after the best 
possible “‘corrections’’ for changes in position and shape of demand and supply curves are 
made, still represents an average of the demand schedules which have existed during the 
period considered. “The” elasticity of the corrected curve represents an average for the atc 
considered and may not be representative for individual points. 
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respect to steel**—and to similarly great variations—for instance, between 0.65 
and 2.5 for automobiles*°—as encountered in agriculture. 

The differences between agriculture and other industries with respect to 
changes in aggregate money incomes may now be summarized as far as the de- 
mand side is concerned. Agriculture is nearly immune from such changes to the 
extent that agricultural goods are produced and consumed on the farm. The 
effects of factors discussed as affecting income elasticities and price elasticities 
put certain agricultural products in the same class with certain industrial prod- 
ucts, and differentiate them from other classes likewise containing both agricul- 
tural and industrial products. The commonly accepted notion of general, in- 
herent differences between agricultural and industrial products with respect to 
income elasticity and price elasticity is erroneous. 

However, there is one general difference between agriculture and other in- 
dustries in relation to the effect of changes in aggregate money incomes through 
demand. This difference is due to the degree of monopolistic controls in agri- 
culture and other industries. As yet, monopolistic conditions, in the widest 
sense, are far more frequent in nonagricultural industries than in agriculture. 
This, of course, cannot be called an inherent difference since voluntary co- 
operation and state organization have introduced similar conditions in agricul- 
ture and may do so even more in the future. 

Monopolistic conditions do not influence elasticities of demand schedules. 
But changes of elasticity without changes of the position of the demand sched- 
ule affect price under monopoly whereas they do not under pure competition, 
where the demand schedule may pivot around the point of intersection with the 
supply schedule without affecting price. This is important here, because a de- 
crease of demand due to a decrease in aggregate money incomes is often associ- 
ated with a decrease of price elasticity. Under pure competition this leads, at 
least in the short run, to decreases in prices.?4 Under monopoly, however, a de- 
crease in elasticity causes an increase in price if it is assumed that there are no 
changes in marginal costs. Since the same reasoning applies, mutatis mutandis, 
to an increase in aggregate money incomes, equiproportional shifts of demand 
of this kind lead to relatively more rigid prices for goods produced under 
monopoly conditions. As shown elsewhere?* this is true particularly for produc- 
ets goods. The price movements of raw materials produced in agriculture com- 
pared with price movements of raw materials produced in industry during the 


recent periods of inflation and deflation can to some extent be explained in this 


” Roswell H. Whitman, op. cit., Section 2. 

*C. F. Roos and Victor von Szeliski, “Factors Governing Changes in Domestic Automo- 
bile Demand,” The Dynamics of Automobile Demand (New York: General Motors Cor- 
poration, 1939). Cf. also: W. I. King, “Can Production of Automobiles Be Stabilized by 
Making Their Prices More Flexible?’ and rejoinder of Roos and Szeliski in Journal o} 
American Statistical Association, Vol. 34 (November, 1939), No. 208. 

% he long run this is not necessarily the case if constant or decreasing costs prevail 
in the industry. 

*S. v. Ciriacy-Wantrup, “Notes on the Significance of Trade, Legal, and Price Barriers 
n Relation to Social Progress,” Proceedings of the Twelfth Annual Meeting, Western Farm 
Economics Association, 1939, pp. 139-152. 

Cf. above, Section 2. 
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IV 


Factors affecting variations in income elasticity and price elasticity as well as 
differences in the degree of monopolistic control go a long way in explaining 
changes in purchasing power of numerous agricultural products during price 
inflation and deflation. However, they cannot explain sufficiently changes in 
purchasing power of agricultural products as a whole. We have next to inquire 
if there are peculiarities of agriculture on the supply side which may explain 
relative price movements and other differences between agricultural and non. 
agricultural industries under the impact of price inflation and deflation. 

Differences in the influence of changes in aggregate money incomes upon 
prices through supply depend on the relative magnitude of changes in position 
and shape of supply schedules and on the existing supply elasticities of the 
same schedules.** 

Changes in supply schedules in so far as they are determined by costs may be 
caused by technological changes or by changes in the prices of cost factors. There 
is no reason why technological changes related to changes in aggregate money 
incomes should affect agriculture and nonagricultural industries differently. 
Similarly, there can be no differences with respect to the costs of raw materials, 
machines, and equipment for which both agriculture and other industries com. 
pete. 

However, there are differences with respect to labor cost. Wage rates for 
hired labor have in most countries been more flexible in agriculture than in 
nonagricultural industries for various reasons discussed elsewhere.?® More im. 
portant is the fact that in agriculture the entrepreneur and his family furnish a 
larger proportion of his labor supply than is true for most other industries. 
Family labor input is not determined by the movement of wage rates, but by 
the balance of marginal disutility of effort and marginal utility of product. The 
schedule of marginal disutility of effort is not changed by shifts in money in- 
comes and may be regarded as convex to the abscissa (representing quantity of 
effort and quantity of product), and of strongly decreasing elasticity in its posi- 
tively sloping branch. The schedule of marginal utility of product is not 
changed by shifts in money incomes for that portion which is consumed on the 
farm. However, the schedule of marginal utility of money returns is affected by 
price changes and by changes in the marginal utility of money. We have stated 


** Attention should be called to the fact that the price-supply and cost-output rela 
tionships in agriculture are not strictly speaking functional but only stochastic. According 
to weather and other uncontrollable factors, a wide range of output may correspond to the 
same costs and a wide range of supply to the same price. With respect to the elasticity 
of supply this is of interest from two angles. First, a farmer may not become conscious 
of changes in price due to changes in aggregate money incomes because of the great vatia- 
tions in price caused by natural conditions. Second, if he realizes that changes of money 
income have influenced demand he may not think this important enough to change his 
plans—at least in the short run—since he knows that natural conditions may introduce 
greater changes in his output than he is willing to make voluntarily. Although these two 
factors tend to make supply adjustments less definite in agriculture than in industry, their 
effects should not be overestimated. Misinformation about the causes of price changes 
is not confined to agriculture but is prevalent in most competitive industries, Farmers art 
accustomed to use “most probable” or “normal’’ output figures, and make adjustments in 
costs on this basis ‘“‘as if” they had full control over production. 

*S. v. Ciriacy-Wantrup, op. cit., pp. 28 ff., 113 ff., 185 ff., and Figure 10. 
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above that changes in aggregate money incomes cause changes in prices in the 
same direction, but changes in the utility of money per unit of goods sold in the 
opposite direction. In other words, if aggregate money incomes increase, 
marginal money returns increase, but marginal utility of money returns may not 
increase at all; in fact, it may decrease. If aggregate money incomes decrease 
marginal money returns decrease also, but marginal utility of money may not 
decrease at all. It may increase if the pressure of fixed charges increases the 
marginal utility of money to the farmer. 

The magnitude of changes in supply associated with changes in aggregate 
money incomes is generally less in industries where self-employment prevails 
than where labor is hired, whether in agriculture or in other industries. But in 
agriculture, self-employment, self-supply of food and shelter, and relatively 
creat flexibility of wage rates for hired labor, all combine in such a way that one 
may well speak of inherent differences between agriculture and other industries. 

The elasticity of supply of many individual agricultural products is not less 
than that for many industrial products. It is the elasticities of supply of aggre- 
gates which are different. These differences can be explained by the importance 
of joint costs, of fixed costs, of sunk costs, and of monopolistic controls. 

The great importance of joint costs in agriculture is the decisive factor in 
bringing about differences in supply elasticity between individual agricultural 
products. They likewise affect the elasticity of total agricultural supply in the 
short as well as in the long run. For reasons stated, the nonmarketed portion of 
agricultural production is almost independent of market prices. A portion of 
the marketed production may also be regarded as independent of price because it 
is a joint product of that portion which is not marketed. In countries of peasant 
agriculture and small farms this second factor forms an important part of the 
total supply which reaches the market. There are few parallels of this kind of 
joint cost effect in nonagricultural industries. 

That agriculture is characterized by a high proportion of fixed costs to total 
costs is not a characteristic distinguishing it from many other industries, for 
instance, the public utilities and the chemical industry. But there are differences 
of degree. First, labor costs are variable costs in these industries whereas from a 
cost accounting standpoint family labor in agriculture is a fixed cost in the 
sense of an opportunity cost.?® Second, in agriculture, fixities in the form of 
‘lumpiness” are much more important than in most industries. Such lumpy costs 
are different from fixed costs in the degree of fixity. Fixed costs proper do not 
vary at all with changes of production velocity?’ over that range of production 
velocity which is considered. Lumpy costs are fixed over a part of the range 


*The practical difficulties in establishing cost rates for the operator's labor on the 
basis of real or “‘pain” costs, that is, through comparison of marginal disutility of effort 
and marginal utility of returns (as suggested above), are so great that this theoretically 
attractive solution offers few possibilities in farm cost accounting. 

~ Production velocity or instantaneous speed of production is the volume of production 
‘na very short time interval divided by the time interval. What constitutes a ‘‘very short 
‘ime interval” or a “moment of time” differs greatly for different lines of production ac- 
cording to technological conditions; for the production of water by a well it is a second; 
‘or seasonal industries it is a day; for the production of crops it is a season; for the 
Procuction of milk it is a milking period; for some industries it is a month, for others 
a year. A ‘'very short time interval” is not necessarily identical with the accounting period. 
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which is large in relation to the whole range of production velocity consid. 
ered.2® They vary as noticeable “quanta” of costs, and, therefore, discontinu. 
ously with production velocity. Lumpy costs are particularly important for agri. 
cultural enterprises because the total range of production velocity considered js 
usually small in relation to the range of production velocities encountered in 
industrial enterprises. One laborer or one machine of a size used in agriculture 
does not usually represent a noticeable “quantum” of costs in industrial enter. 
prises whereas they do in most size groups in agriculture.?® 

Fixed costs do not enter into short-run marginal costs and are therefore dis. 
regarded in the determination of short-run, individual outputs and total supply. 
Lumpy costs do not enter into marginal costs between the points of discon. 
tinuity of the total cost function. Within these points they must, therefore, be 
treated like fixed costs. At the points of discontinuity the full “jump” of lumpy 
costs is formally added to marginal costs, In agriculture most lumpy costs are 
irreversibly variable. They are variable only with increasing production velocity 
but resist variation with decreasing production velocity. Lumpy costs in agricul. 
ture, therefore, behave like fixed costs if production velocity is reduced. 

The effect of a high proportion of fixed and lumpy costs upon elasticity of 
supply can only be sketched here. Let us first consider price decreases. If fixed 
and lumpy costs are high in relation to variable costs, the point of minimum 
average variable costs, that is, the point at which production would cease in 
an individual enterprise if prices decreased further, is far below the point of 
minimum average costs.°° The magnitude of production adjustment between 
the points of minimum average costs and minimum average variable cost de. 
pends on the slope of the marginal cost curve. In agriculture, the slope of the 
marginal cost curve between these points is generally very steep for technologi- 
cal reasons—steeper, one may venture to say, than in most nonagricultural enter. 
prises. Reduction of variable costs between the points of minimum average costs 
and minimum average variable costs has therefore a relatively slight effect upon 
output in agriculture as compared with other industries. 

Next, let us consider price increases. In agriculture the increase of fixed fac- 
tors (for instance, of land, land improvements, or bearing trees) and of some 
lumpy cost factors (for instance, of animals) is a slower process, for technologi- 
cal reasons, than in most other industries. Variable factors can be increased, 
of course. But here again the slope of the marginal cost curve above the point 
of minimum average costs is particularly steep in agriculture, and prevents large 
increases of production velocity with increases of variable costs. 


* It is obvious, therefore, that the differentiation between fixed and lumpy costs depends 
on the range of production velocity considered. There is no general, clear-cut difference 
in kind between fixed and lumpy costs 

*® There are, of course, small-scale enterprises in nonagricultural industries and large 
scale enterprises in agriculture. For some California fruit ranches, for instance, one seasonal 
laborer is certainly not a lumpy cost factor. 

“In agriculture, where fixed cost factors may constitute a complete economic unit 
because operator's labor is to be regarded as a fixed cost, feed is produced on the farm, 
and fertilizer purchases can be avoided by relying on the natural increment of plast 
nutrients. Minimum average variable costs may be zero to the right of origin in th 
Cartesian system of co-ordinates. In other words, production would continue even if the 
input of all variable factors had ceased. 
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Thus far, we have dealt with fixity of costs in relation to timeless, hypotheti- 
cal, short-run cost and supply schedules. For many economic problems, for in- 
stance, for determining so-called ‘‘statistical” cost and supply curves or for 
studying time lags in adjustment of costs and supply to price changes, the 
extent of fixity in costs over time is important. It can be shown that the dimen- 
sion of time is implicit in the differentiation between fixed and lumpy costs 
on the one hand and variable costs on the other. As mentioned above, the 
dimension of range of production velocity is explicit in the differentiation be- 
tween fixed, lumpy, and variable costs. If the time dimension of fixity is con- 
sidered, fixed costs proper and lumpy costs may both be discussed under the 
concept of “‘sunk costs.” The term sunk costs has the further advantage that 
it may include variable costs if fixity of costs during a single production interval 
is considered.** This is of practical importance if changes of production velocity 
are to be made during the production interval, as often happens in those 
industries in which the production interval is fairly long. Sunk costs are not 
a peculiarity of agriculture, but they are of greater importance in agriculture 
than in most industries because of the long production interval in agriculture.*? 

A high proportion of sunk costs affects lags in adjustment of supply over 
time in the same way as a high proportion of fixed costs affects the elasticity of 
timeless (short-run) supply schedules. Sunk costs likewise are disregarded in 
adjusting production velocity. Additional variable costs, which in this case 
may be called “recovery costs,” are expended until their marginal unit is equal 
to the marginal unit of revenue obtained by expending them. The same argu- 
ment as above could be repeated with the difference that the term minimum av- 
erage recovery costs needs to be substituted for minimum average variable costs. 
The argument is quite obvious for existing sunk costs; that is, for decreases 
of prices. If prices increase, new expenditures which will become sunk cost 
are undertaken if the mew production velocity is expected to last for a suffi- 
ciently long period to make full economic use of the unexhausted produc- 
tive capacities of sunk cost factors, or, in other words, to amortize the in- 
vestment. Even then the technological time lag in adapting sunk costs, as far 
as they are fixed and lumpy costs, and the time lag caused by the long produc- 
tion intervals of agriculture remain. Lags in supply adjustment caused by sunk 


" By production interval is meant the time which elapses between the employment of 
variable cost factors and the output of the product for the production of which the variable 
factors were employed. The term production interval is chosen in order to avoid the 
lengthy controversies which have arisen out of the use which the Austrian school, and 
particularly Bohm-Bawerk, Strigl, Hayek, and others have made of the term period of 
production in capital and business cycle theory. The concept production interval as used 
here is quite independent of the criticism which has been raised by F. H. Knight and 
others against the concept period of production. The existence of durable capital goods and 
the problem of roundaboutness of production are technical data for the length of the 


§ production interval. But they are excluded from the definition of the production interval, 


whereas they form the central issue in the definition of the production period. The 
beginning and the end of a production interval can be clearly and easily ascertained by 
timing the employment of variable cost factors, particularly in those industries like agricul- 
ture, in which the processes of production are largely discontinuous. 

One year in crop production; from one to four years in livestock production, if 
‘ecding stock is not increased; from two to eight years, if breeding stock has to be in- 


creased in order to increase market supply; and from eight to ten years in the production 
of bearing trees. 
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costs not only appear in connection with so-called “cobweb” phenomena* 
but are also important for the lag in gradual supply adjustment to price 
changes brought about by changes in aggregate money incomes. 

The last factor which may introduce differences in elasticity of supply be. 
tween agriculture and other industries is the degree of monopolistic control, 
Monopolistic conditions do not in themselves make supply elastic any more than 
they make demand more elastic. The marginal cost schedule is a datum for 
the monopolist. He has to move along it if he wants to maximize profits. How- 
ever, the existence of monopoly gives him the opportunity to deviate from the 
marginal cost schedule. A monopolist may rightly or wrongly believe that it is 
in his interest to stabilize prices as an aid in oligopoly arrangements or in 
maintaining retail prices.** This would mean that every change of demand 
is countered by an opposite change in supply as long as average costs are cov- 
ered. Monopoly output would be more elastic than would market supply under 
pure competition, with the exception of an industry working under constant 
costs. 

It is apparent, then, that there are differences partly in kind and partly in 
degree between agriculture and nonagricultural industries in the field of labor 
organization, cost structure, and control over supply, which explain to a large 
extent the movement of purchasing power of agricultural products during in- 
come and price inflation and deflation. Changes of position and shape of cost 
and supply schedules are less in degree, elasticity of supply is less, and lags in 
cost and supply adjustments are more frequent and greater in agriculture as a 
whole than in other industries. This tends to accentuate and to extend the 
effects of changes of aggregate money incomes upon agriculture relative to 
other industries to the benefit of agriculture during inflation and to the detri- 
ment of agriculture during deflation. The disequilibrium between agriculture 
and other industries in purchasing power and production becomes thereby an 
important characteristic of income and price inflation and deflation.** 

* Lags in production adjustments do not lead in themselves to self-perpetuating supply- 
demand disequilibria in the form of cobweb diagrams, Lags in the adjustment of supply 
to price occur in many nonagricultural industries. Here also the causes are largely sunk 
costs. But in nearly all nonagricultural industries production is a continuous flow within 
industrial enterprises, or at least within the whole industry. Supply is adjusted step by 
step, and a new equilibrium position is gradually approached. For a whole industry such 
an adjustment is a continuous process. Under such conditions, lags in supply-price ad- 
justments do not create a cobweb. Only if the supply is not changed step by step, but 
abruptly for a whole industry, do lags in supply-price adjustment due to sunk costs create 
a cobweb. It is precisely this which is brought about in agriculture through natural 
conditions that make for uniformity in the timing of production intervals within individual 
enterprises and the whole industry. Exceptions are, of course, products which are produced 
under a wide range of climate, for example wheat, The greater continuity of agricultural 
production and prices is one of the most important consequences of the development o! 
transportation during the nineteenth century. 

“Cf. J. K. Galbraith, “Monopoly Power and Price Rigidities,” Quarterly Journal of 
Economics, Vol. L (May, 1936), No. 3, pp. 456-475. 

* J. M. Clark remarks correctly with respect to the effects of the World War upon the 
United States (The Costs of the World War to the American People {New Haven, 1931), 
p. 233): “In general the effect of the war upon agriculture was the reverse of its effect 
on the country as a whole, save that in both cases it meant more hard work during the 
emergency. For the country as a whole it meant privation during the emergency and probabls 
some partial recompense in the way of heightened prosperity afterward. For agricu- 


ture it meant prosperity during the emergency and heightened privation afterward. This 
difference in order of sequence is not an unimportant one.” 
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The disequilibrium of agriculture in relation to other industries in periods 
of price inflation and deflation is increased through the effect of fixed charges.** 

In contrast to fixed and sunk costs, fixed charges, however, have no influence 
upon the elasticity of supply except indirectly. They may have an influence upon 
the elasticity of supply indirectly in so far as the existence of fixed charges 
affects the marginal utility of money to the entrepreneur, and in so far as 
increase or decrease in the personal efforts of the entrepreneur, resulting from 
a change in marginal utility of money, affects supply. Both conditions can be 
assumed to be fulfilled to a larger degree in agriculture than in other industries. 
How this may reduce elasticity of supply was mentioned above. It is con- 
ceivable, however, that fixed charges have the opposite effect; that is, they in- 
crease elasticity of supply. If prices decrease, the existence of fixed charges 
may force the farmer to reduce cash expenditures for variable factors such as 
fertilizers, equipment, fuel, feed, and hired labor below the most profitable in- 
put level if he has no reserves, no credit, no way to liquidate assets economically, 
and no opportunity for equally attractive employment elsewhere. If prices in- 
crease, the pressure of fixed charges is relieved and the farmer is free to use 
variable cost factors until marginal costs are equal to marginal revenue. Be- 
cause of these two opposite effects of fixed charges, their net effect upon the 
elasticity of supply needs careful study before conclusions can be drawn. 

Fixed charges are more important during price inflation and deflation through 
their direct effects upon income distribution than through their indirect effects 
upon elasticity of supply. It is here that differences in their effects between 
agriculture and other industries appear. Fixed charges are generally more prev- 
alent in agriculture than in other industries and influence, therefore, income dis- 
tribution in favor of agriculture during price inflation and to the detriment 
of agriculture during price deflation. 

There are several reasons for the relatively greater importance of fixed 
charges in agriculture. First, there are differences between agriculture and other 
industries in the way in which outside funds are obtained. In agriculture outside 
money funds are always obtained in exchange for a fixed money claim to prin- 
cipal and interest, whereas industrial enterprises obtain a large proportion of 
outside funds in exchange for a share of the net income. Second, mortgages 
with their greater legal obstacles against change play a larger role among fixed 
money claims in agriculture than in other industries. Third, taxation of agri- 
culture is to a larger extent than taxation of industry based on property taxes 
which do not vary with changes in prices as do taxes which are more important 
for industry like income, sales, and similar taxes. During periods of deflation, 
the basis of income and sales taxes is reduced and public expenditures usually 
increased through unemployment relief and, after a war, through interest and 
amortization of public debts. Property taxes cannot be reduced and may even 


Fixed charges represent contractual obligations of an economic unit to make current 
payment regardless of the nature and origin of these payments. Fixed costs, on the other 
nd, can be attributed to the manner of use of factors of production regardless of prop- 


y and other rights, and regardless of whether money or other transactions are involved 
to secure their use. 
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have to be increased, as in the United States during the acute deflation between 
1920 and 1923.%7 

A special feature of fixed charges for the landowning farmer is the fac 
that interest burden tends to approach economic land rent. Besides the natural 
and institutional peculiarities of real estate, indebtedness is encouraged by the 
belief that existing land rent is something permanent or will even increase. 
Debtors and creditors regard interest burdens as bearable as long as they corre. 
spond within a certain margin of safety to current land rent. Often this saf 
margin is overstepped in anticipation of a rise in rents; so that fixed charges 
even under stable price conditions absorb total current land rent and often a 
part of the farmer's current labor income. If inflation sets in, current agricul- 
tural land rents rise particularly high because of the peculiarities in agricultural 
demand and supply discussed in the two previous sections. Debt and interest 
burden tends to rise correspondingly fast, facilitated by, and in turn facilitating, 
the rise in land values which accompanies rising land rents. If deflation sets in, 
agricultural land rents fall particularly low for the reasons previously discussed, 
It becomes impossible to meet interest charges. Forced sales set in, necessitated 
by, and in turn accelerating, the decrease in land values which accompanies 
falling land rents. It is in this downward spiral that the resistance to change of 
fixed charges leads to a particularly painful redistribution of the national income 
to the detriment of landowning farmers. Depending on their relative economic im- 
portance and political power this has led repeatedly in history to a breakdown 
of the whole credit and exchange structure of a country, to revolutions, and to 
civil wars. For the economic position of individual farmers, fixed charges, par- 
ticularly interest charges, have been more important during periods of inflation 
and deflation than were location, nationality, farming system, land tenure, and 
size of farms. 


VI 


After having discussed the most important inherent peculiarities of agricul- 
ture in relation to price inflation and deflation, certain conclusions may now 
be drawn regarding the more probable influences of the present war upon 
agriculture, particularly upon the agriculture of the United States. 

There is no doubt but that inflationary, and later deflationary, tendencies in 
aggregate money incomes and prices will emanate from this war as from its 
predecessors after unemployed factors and abnormal stocks have been utilized 
On the other hand, there are many forces less effective before which will exer- 
cise a dampening influence regardless of the total amount of economic wat 
effort—as yet small in comparison to the preceding struggle—which will be 
made. First, in the belligerent and in many neutral countries the state has suc 
ceeded right from the beginning in setting up such an elaborate system of 
direct and indirect controls over private consumption and production, that te- 
ductions and shifts of consumption and changes of production can be accom: 
plished with less fiscal credit inflation than before. The same controls tend to 
minimize the importance of bottlenecks in production. Second, through per- 


*'Cf. Index of farm real estate taxes per acre, published regularly in “The Agricultura 
Situation,” Bureau of Agricultural Economics, U. $. Department of Agriculture. 


ease, 
orre- 
afety 
Arges 
ena 
ricul- 
[tural 
terest 
iting, 
ts in, 
ssed. 
itated 
anies 
ge of 
ic im- 
down 
ind to 
5, par- 
flation 
e, and 


gricul- 
y now 
upon 


cies in 
om. its 
tilized 
ll exer- 
wat 
will be 
nas suc: 
tem of 
that re- 
accom: 
tend to 


gh 


ricultutal 


Round Table on the Economics of War 381 


fected systems of foreign exchange regulations the state is able, in belligerent 
and neutral countries alike, to bring about desired changes in economic transac- 
tions with foreign countries with the least possible effect upon domestic and 
foreign price levels. But even if changes in domestic price levels occur they do 
not necessarily have outside influence because the balance of payments positions 
are now rigidly controlled. Third, since the last World War external price levels 
have been to a large extent emancipated from the effect of increased interna- 
tional gold flows which will originate from the present war as they did in the 
past. The gold policy of the United States is the major factor which, as yet, 
saves gold from formal demonetization. Already, inflation or deflation of prices 
in terms of gold is economically much less important than before. 

Besides the probably smaller extent of price inflation, and, correspondingly, 
deflation, there are differences between the present and the previous war with 
respect to the effect of inflation upon agriculture. 

The slow and limited adaptation of costs and supply and the slow and pain- 
ful adjustment of fixed charges appear as the characteristics distinguishing ag- 
riculture from other industries during inflation and deflation. It follows that 
the degree of adaptation and adjustment reached by agriculture in the be- 
ginning of an inflation period must be of major importance. At the begin- 
ning of the first World War, internationally and in the United States, an 
approximate equilibrium within agriculture and between agriculture and other 
industries had been reached. Adjustments in costs, supply, and fixed charges 
had been completed in the course of the severe agricultural depression during 
the deflation of the seventies, the eighties, and the first half of the nineties. 
Purchasing power of agricultural products was rising in terms of the finished 
goods and services farmers buy; land values were increasing moderately; and 
indebtedness was rising but interest burdens were not regarded as heavy in 
view of rising land rents. Under such conditions inflation destroyed an equilib- 
rium. Purchasing power of agricultural products in terms of goods and services 
farmers buy, land values, and fixed charges rose rapidly. However, this favora- 
ble position of agriculture was highly unstable. Subsequent deflation brought 
about a most severe agricultural depression. 

Today the situation is somewhat different. One may safely say that in world 
agriculture the largest part of necessary adjustments in costs, supply, and 
fixed charges was completed during the agricultural depression of the twenties 
and the thirties. But in individual countries some adjustments have still to be 
made, The latter is true for the United States, where production adjustments 
within agriculture are still in progress, partly aided and partly impeded by gov- 
ernment action; where disparities in the price structure still exist; and where 
liquidation of fixed charges has not yet come to an end. As examples of the 
hirst kind of disequilibria may be mentioned cotton, tobacco, and several tree 
fruits, for the second kind the price ratios between agricultural raw materials on 
the one hand and finished industrial products and services on the other; for 
the third kind the abnormally large holdings of agricultural real estate by 
banks, insurance companies, and public and semipublic agencies anxious to sell. 
Under such conditions the initial stages of price inflation may not cause insta- 
bility as the inflation of the World War did, but may be an aid towards sta- 
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bility. Thereafter, if inflation continues, the effects of the World War, the Civil 
War, and the Napoleonic Wars will be repeated. 

One further difference between the present situation and that of 1914-18 js 
the greater knowledge available now of long-term trends in American agri- 
culture and their relation to war economics. The World War only temporarily 
interrupted the decreasing trend of agricultural exports from the United States 
which for fundamental domestic and foreign reasons began during the first 
decade of the present century and was strengthened rather than weakened as 
the result of the aftereffects of the World War. It is conceivable that the pres- 
ent war will again increase the demand for agricultural exports. This, however, 
is by no means certain since the effective demands of the belligerents will 
probably be largely directed towards finished industrial goods. Furthermore, 
every one of the three or four major possibilities of change in the political pat- 
tern of American agricultural export markets resulting from this war will ac- 
centuate the decreasing trend of agricultural exports in the postwar period. In 
view of the slow and painful adjustment in agriculture discussed in the pre- 
ceding pages, a great expansion of agricultural production to satisfy a temporary 
increase in export demands may eventually cost the farmer and the country more 
than the net value increased war exports. This is likely even if payment 
actually is made through transfer of foreign funds, and if such transfer is made 
in a form not harmful to the American economy as a whole. A merely temporary 
expansion of agricultural production for export would impede seriously agri- 
cultural and industrial reorganization of the cotton belt, urgent changes of 
farming systems in the semi-arid portions of the wheat belt, conservation of to- 
bacco lands in the Atlantic states, and safeguarding the productivity of west- 
ern ranges through appropriate stocking and grazing methods. One may say, 
therefore, that the present cautious policy of the United States Department 
of Agriculture which discourages abrupt production increases is justified not 
only for the present moment of uncertainty for which it is mainly conceived, 
but also for a longer period with a view to the international economic situa- 
tion which will arise when this struggle is ended. 
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ROUND TABLE ON POPULATION PROBLEMS 
ALVIN H. HANSEN, Chairman 


Papers were read at this round table by Joseph J. Spengler, on “Population 
Movements and Economic Equilibrium,” by Otto Nathan, on “Population 
Movements and Cyclical Movements,” and by O. E. Baker, on “Present-Day 
Population Trends and American Agriculture,” and Morris A. Copeland, 
James G. Evans, and Alan R. Sweezy participated in the discussion. Abstracts 
of both papers and remarks were submitted by those taking part. 

JosEPH J. SPENGLER: This paper’ is concerned principally with the effects 
of the various population movements now in process in the United States 
upon the level of employment. Many writers who have discussed the economic 
and other implications of population movements in recent years have tended to 
emphasize too much and in an unduly alarmistic fashion the economic effects 
of demographic trends underway; they have emphasized some trends at the 
expense of others that call for more attention, and have tended to explain in 
demographic terms economic conditions which are attributable predominantly 
if not wholly to non-demographic factors. 

Population movements now in process probably exercise a greater influence 
today than formerly upon the amount of absolute and disguised unemployment 
in the American economy because of the greater specificity of factors of pro- 
duction today as compared with formerly. 

In the absence of counterbalancing non-demographic conditions prevailing 
demographic trends will conduce to economic disequilibrium, i.e., to disguised 
or complete unemployment, if: (1) different segments of the population 
grow at different rates; or (2) changes in the rate of growth of the total 
population accelerate too markedly the rates at which the demands for given 
categories of labor shift in a negative direction. 

Intersegment differences in growth rates assume four principal forms in the 
United States today: (a) variations by occupational or social class; (b) varia- 
tions by race; (c) variations by geographical region; (d) variations by age 
group. Of these categories a and ¢ appear to be most important at present. 
Categories a-c of growth differentials contribute, individually and collectively, to 
structural as distinguished from cyclical disequilibrium; for, in consequence 
of these differentials, the relatively less productive (in per capita terms) por- 
tions of the occupational pyramid are being recruited relatively rapidly, and 
the populations residing in the lower-per-capita income sections of the United 
States are being swelled more rapidly by natural increase than those living 
in the higher-per-capita income sections. A better national inter-occupational 
and interregional balance will develop in proportion as present differentials 
are reduced or reversed, education and training programs are adjusted to the 
counterbalancing of natural increase differentials, and new mobile nonhuman 
economic resources are distributed geographically in different proportions than 
in the recent past. 


The thesis of Carter Goodrich and his co-workers relative to migratory 


‘To be published in full in the Journal of Political Economy. 
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movements and the distribution of economic opportunity appears to be based 
in part upon historical fatalism and requires to be re-examined critically by 
competent economists and geographers. 

Intersegment difference d—variations by age group—is a temporary phe. 
nomenon in so far as it may be a contributing source of unemployment. Even 
at present, in view of the fact that a given occupational group will diminish 
in the absence of recruits at a rate in excess of 2 per cent per year, difference 4 
is a source of unemployment only because of the inadequate organization of the 
various institutions whose function it is to distribute among employments the 
new annual increments of as yet unspecialized workers. 

Turning to “2” we find the argument that a decline in the rate of popula. 
tion growth (or the introduction of a zero or sub-zero rate of population 
growth) tends to augment the relative amount of unemployment to be founded 
upon the following suppositions: (a) a decline in population will reduce the 
rate of investment and worsen entrepreneurial expectations; (b) as a result of 
the decline in the rate of investment unemployment develops in the durable 
goods industries and spreads to the non-durable goods industries. This general 
line of argument is partly valid only under certain circumstances; it does not 
appear to be completely valid under any circumstances, given such factual in- 
formation as we possess. This line of argument is more or less important and 
significant in proportion as the American economy is less or more flexible. 

As matters stand at present the problems issuing out of the differences de- 
scribed under “1” appear to be of greater national import than those issuing 
out of the situation described under “2.” 

Otto NATHAN: The relationship between population movements and the 
economic development has been given a great deal of attention in the last few 
years. The question has been raised whether the failure of the American econ- 
omy to enjoy full recovery since 1929 is not, at least partly, a result of the 
decline in the rate of population growth. It has been felt that the decline in 
the birth rate and the decline in immigration are to a certain degree responsible 
for the large-scale unemployment that has characterized the economic develop- 
ment in this country in the last ten years. It has been felt that the declining rate 
of population growth has adversely affected the demand for new capital. It is 
believed that the American economy might face, in the years to come, difficul- 
ties similar to those in the recent past if the rate of savings and the rate of 
voluntary investments do not change fundamentally. 

In analyzing the relationship between population movements and the eco- 
nomic development a distinction should be made between the secular trend 
and the business cycle proper. One of the factors constituting the secular or 
long-term development is the population movement itself. The factors other 
than the population movement affect changes in population as changes in pop- 
ulation affect the other factors. The secular trend will, therefore, be entirely 
different under a declining population from what it would be under a station- 
ary or an increasing population, However, a change in the secular trend be- 
cause of a declining population does not necessarily mean a change in the rate 
of growth per capita or even a contraction in the economy. The rate of growth 
can continue to increase if it has increased before when the factors responsible 
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sed for that increase continue to operate; in other words, when new investments in 
by productive capacity exceeding the obsolescence therein will not cease. It is ob- 

vious, however, that a sharp decline in population growth such as has occurred 

he- in the last decade will necessarily curtail the size of new investments. Hence 
“4 it will lead to painful adjustments. In the end, changes in the structure of the 
- economy will result from a drastic decline in the rate of population growth or 
ed from a decline of the population. The demand for certain consumers’ com- 
me modities and indirectly for capital goods will be reduced, a contraction within 
- certain industries will follow—with many complicated consequences upon the 

propensity to consume, the marginal productivity of capital, the demand sched- 

ad ule for certain commodities, the mobility of labor, the banking system, etc. 
- The difficulties resulting from those disturbances will be enhanced by the in- 
ed evitable change in the age distribution of the population that occurs simulta- 

me neously. 

t of In order to gauge the significance of population movements for the business 
ae cycle itself, it is mecessary to raise the question whether the increasing popula- 
~ tion during the nineteenth century was one of the prime causes of the increase 
“a in national income or whether the increase in national income, the result of 

in. expansionist investments, made the large increase in population possible. In 
_ other words: whether the exploitation of new inventions and of technological 


¥ developments and the opening up of new territories are to a higher degree ini- 
tiating factors in the development of the secular trend than the population 
movement proper. The statistical material available, particularly the work of Pro- 
| fessor Harry Jerome, indicates that during the nineteenth century the large 
the waves of immigration followed, and not preceded, upward waves in business. 
There was, according to Professor Jerome, a ‘‘pronounced tendency for cyclical 

fluctuations in immigration to, and in emigration from, the United States to be 
} Ge determined primarily by cyclical fluctuations in industrial activity in this country.” 


on This statistical evidence is supported by theoretical analysis. More people 
" ‘ certainly constitute potential additional demand, but also additional man power 
el that seeks employment. The new demand will not become effective unless the 
> 


It} national income has risen before. Its rise depends to a very great extent on an 
Fc : increase in new investments. An increase in population does not necessarily 
mean an increase in national income as, on the other hand, a decline in popula- 


te of tion does not mean a decline in national income. It does not seem that the mere 
existence of more people would stimulate new investments in additional apart- 
| owt ment houses and additional productive capacity for consumers’ commodities to 
De any considerable extent. And only if the number of unemployed absorbed by 
ie these new investments would be larger than the number of people added to 
” the population, would unemployment be reduced. 
Pad The pressure upon wages, because of the larger supply of labor does not, 
ian under a system of imperfect competition, increase the rate of profits to such an 
ibe extent that entrepreneurial initiative for new investments of any significance 
tw would be forthcoming. And only if the increase in purchasing power because 
sowth of these investments is larger than the decline in purchasing because of the 
sible decline in wages, would unemployment be reduced. 


Moreover, the bidding up of rents and prices which would increase the mar- 
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ginal productivity of capital, and which, therefore, would facilitate new invest. 
ments, will not occur until the additional people spend new income which jis 
not merely a result of redistribution of previous national income but which js 
the outcome of an increase in total national income. The increase in national in. 
come must be so great that the national income per head of the larger popula. 
tion will not decline. It is true that such an increase in national income can also 
take place because of an increase in the productions of comsumers goods and 
services. It is, however, very doubtful that an increase in the production of 
consumers goods and services on a proportionate level will have much signif. 
cance as an initiating cause. There remains the possibility that increases in po 
ulation affect entrepreneurial initiative because of their psychological influence 
upon the entrepreneur. In other words, that entrepreneurs decide to make new 
investments for housing or for the increase of productive capacity in consumers 
goods industries long before the national income has actually risen merely be. 
cause of the expectation of an increase in consumers’ purchasing power. I do not 
believe that such a psychological influence is very powerful. If a recovery or a 
boom movement is progressing anyhow, psychological influences might accentu- 
ate the development. They may originate from a whole host of causes of which 
changes in population constitute only one. 

It would appear from this analysis that the decline in population growth in 
the United States during the last decade was to a large extent the result of a 
decline in expansion but that the decline in expansion was not the outcome of 
the decline in population. The decline in our population growth resulted chiefly 
from changes in our immigration policy which we would not have initiated had 
the large demand for labor, the result of expansion which has characterized our 
development for a century, continued to exist. The painful readjustments in 
the structure of the economy because of a decline in population growth will 
doubtless have an effect on the business cycle, for the secular trend and the 
business cycle are not two independent variables. But there is no reason to 
assume that once these structural adjustments have been completed, the busi- 
ness cycle, under a stationary population, would not present the same aspects 
that have characterized it before. If the forces of expansion, either of a deepen- 
ing or of a widening character, will become powerful again, with or without 
purposeful stimulation, the booms can be as large as they have been before 
and the depressions do not need to be any more protracted than they have been 
in the past. 

O E. BAKER: The developments of the past decade indicate to me the need 
to reconsider some of the assumptions underlying the economic ideas prevalent 
during the past century and a half. It has been assumed: (1) that the cities 
would continue to grow and work would be available for rural youth not needed 
in agricultural production on the farm; (2) that migration of rural youth to the 
cities resulted not only in improving their material well-being but also con- 
tributed to the national welfare, because of the increased production of goods 
and services; and (3) that the farm family should concentrate its efforts on agri 
cultural production, selling most of the farm products and buying ‘with the 
proceeds the various goods and services the family needed. It has been assumed, 
furthermore, that this division or specialization of labor resulted in a larget 
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national production and, therefore, a higher level of living for a large majority 
of the people. 

Each of these assumptions were generally valid, in my opinion, until about 
1930; but they are now only partially valid, it seems to me; and if present trends 
continue, they appear likely to become less and less valid with the passage of 
time. 

Let us consider these three assumptions in turn, in the light of present con- 
ditions: 

1. Decline in Urban Growth and in Opportunity for Rural Youth, Relative 
to the growth of the cities and urban opportunity for farm youth: The birth 
rate has declined so rapidly in the cities that 10 adults in the large cities (those 
over 100,000 population) are now raising only about 7 children and in the 
smaller cities, 8 or 9 children, varying generally with the size of the city. 
Should the birth rate fall no farther in the large cities, the 7 children, when 
they grow up, would in turn have only 5 children, the 5 only 31. In a century 
births would fall to about one third their present number, and a few decades 
later population would decline in similar degree, unless there were accessions 
from outside. In several of the large cities deaths now exceed births, and the 
number of such cities will doubtless increase. These cities are now dependent 
upon migration from the farms and villages, or from other cities, for the main- 
tenance of their population. For the nation as a whole, the 1940 Census will re- 
veal probably about the same rate of population growth since 1930 in the cities 
as in the villages or on the farms—about 7 per cent. This may be compared with 
27 per cent increase in the urban population from 1920 to 1930. 

Nor is aggregate per capita consumption, at least of foodstuffs, increasing. 
The per capita consumption of cereals has declined, apparently, more than 100 
pounds, or fully one third, since the beginning of the century, doubtless owing 
in large part to an increasing proportion of the population in sedentary occupa- 
tions, to the automobile, to styles among women, and to other factors. Per capita 
consumption of sugar has increased perhaps 40 pounds, of milk materially, 
and of green vegetables notably; but per capita consumption of meat has de- 
clined. Totaling all foods on the basis of either farm or retail prices, or of 
calories, there has been a significant decline. Although a third of the people of 
the nation are “‘ill-fed, ill-clothed, and ill-housed,” the decline in per capita 
consumption of foodstuffs, even prior to the economic depression, suggests that 
we cannot look forward to an increase with any confidence. 

Nor can we look forward with confidence to resumption in any great magni- 
tude of migration to our cities from foreign countries. 

We should also note the greatly reduced migration from farms. The eco- 
nomic depression and retarded urban growth, with extensive unemployment, 
has greatly reduced the migration from farms. As compared with a migration 
from farms excéeding 2,000,000 each year from 1922 to 1929 inclusive, with 
a return movement to farms averaging about 1,300,000 a year, it appears that 
in 1931, the first year of the economic depression, the movement from and to 
farms almost balanced, and that in 1932 there was a net migration to farms 
of 260,000. Since 1932, the yearly net migration from farms has been about 
half that in the predepression decade; and youth, both boys and girls, unable 
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to obtain employment in the cities, have been backing up on farms at a rate of 
about 400,000 a year. The Census of 1935 reported more than 4,000,000 
unpaid family workers on farms, while in 1930 only 1,660,000 were reported. 
Owing to changes in date of enumeration and in form of question, the compari- 
son cannot be precise, but the magnitude of the increase is significant. 

The number of farms increased about 500,000 between 1930 and 1935, re. 
versing the trend of the previous decade, but the number of people living on 
farms in 1935 who had not been living on farms in 1930 was about 2,000,000, 
Many, perhaps most, of these new farms were established by these “back-to- 
the-landers,” and were the result, in large part, of the dividing up of farms in 
areas where the farms were already very small, notably in the Southern Appala- 
chian region, the Ozark-Ouachita area, southern New England, and the upper 
Great Lakes cutover lands. The increase was slight in the Corn Belt and the 
Great Plains where the farms are much larger, more mechanized, more com- 
mercial, more costly, and in general more productive. It appears wholly pos- 
sible, if not probable, that a declining national population may be associated 
with heavy population pressure on the land in regions of high birth rates, 
which are generally regions of poor soils. 

In the farm population of the nation at the present time, 10 adults are 
raising not 7 children, as in the cities, but 14 children. Should this reproduction 
rate continue, the farm population would increase 214-fold in a century, pro- 
vided there was no migration from the farms. Of course, the reproduction rate 
undoubtedly will decline, but if the decline is as rapid as from 1920 to 1930, 
it will be a third of a century before it reaches unity, and another third before 
it results in a declining population. 

If there should be in the future half as great net migration from farms in 
each five-year age group as during the predepression decade, 1920-29—and 
half is considerably above the rate during the last decade, 1930-39—assuming 


also certain further declines in the reproduction rate, the farm population would 
increase about 2,400,000 between 1940 and 1950 and by about 2,200,000 
more between 1950 and 1960. (See Table I.) Nearly all this increase would 
be people of productive ages, 20 to 65. In other words, the increase in farm 
people in the productive age groups, and, presumably, in number of farms, 


would be almost as great in the next ten years as in the last ten years, and 
almost as great again between 1950 and 1960. The increase in farm population 
of productive ages would be 23 per cent between 1940 and 1960. Most of 
this increase would occur in the South. 


The number of farm youth who are now obtaining farms probably varies 
in different states from one fourth to three fourths of all farm youth, the 
smaller percentage being in parts of the South. The other farm youth are facing 
the alternatives of becoming farm laborers, often on the home farm without 


cash payments, and, occasionally, tenants, or of seeking a more or less pre- 
carious livelihood in the cities. A large proportion of these farm youth are not 
trained for any skilled city occupation and must seek employment as unskilled or 
semiskilled laborers. Since machine power is replacing human muscle, and since 
most cities are growing only slowly now and some are declining in population, 
the need for unskilled or semiskilled labor is not as great as it was. 
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The street railroads have been built, the telephone systems and other public 
services installed, while the number of people employed in manufacture of 
automobiles has increased very little for a decade and is unlikely to increase 
creatly in the future. It seems likely that in most cities the number of new 
skyscrapers and factories to be erected will be fewer after the war demand 
ceases. The principal urban occupational increases in the future probably will 


TaBLe I 


RuraL-Farm Poputation BY Five-Year Ace Groups, Unirep Srares, 1920, 1930, 
EsTIMaTEs For 1940, 1950, anp 1960, anp PercentaGceE Eacu Is or 1930 


Estimates,t assuming net migration like 
1920-30 


1920* 1930* 
1940 1950 1960 
Age Group |- 
Per 
Num- Num- | cent | Num- Num- 
ber "i930 | ber | | "4930 | 
1,000 1,000 1,000 1,000 1,000 

Under 4 
years) 4,143 |119.2 | 3,476 | 100 | 3,451 99.3 | 3,505 | 100.8 | 3,252 93.6 
5-9 “ | 4,113 |108.7 | 3,783 | 100 | 3,112 82.3 | 3,422 90.5 | 3,255 86.0 
10-14 * | 3,979 |106.3 | 3,744 | 100 | 3,248 86.8 | 3,245 86.7 | 3,346 89.4 
15-19 “ | 3,267 | 95.5 | 3,422 | 100 | 3,589 | 104.9 | 2,953 86.3 | 3,304 96.6 
20-24 “ | 2,487 |102.2 | 2,434 | 100 | 3,346 | 137.5 | 2,916 | 119.8 | 3,017 | 124.0 
5-29 “ | 2,131 |117.2 | 1,819 | 100 | 2,889 | 158.8 | 3,122 | 171.6 | 2,646 | 145.5 
0-34 “ 1,882 |112.6 | 1,671 | 100 | 2,031 | 121.5 | 2,965 | 177.4 | 2,654 | 158.8 
35-39 * 1,906 |106.6 | 1,788 | 100 | 1,600 89.5 | 2,659 | 148.7 | 2,939 | 164.4 
40-44 “ 1,601 | 97.4 | 1,644 | 100 | 1,534 93.3 | 1,902 | 115.7 | 2,835 | 172.4 
4549 “« 1,538 | 98.5 | 1,561 | 100 | 1,634 | 104.7 | 1,476 94.6 | 2,520 | 161.4 
50-54 “ 1,266 | 90.6 | 1,398 | 100 | 1,479 | 105.8 | 1,393 99.6 | 1,760 | 125.9 
55-59 * 975 | 87.8 | 1,110 | 100 | 1,351 | 121.7 | 1,434 | 129.2 | 1,314 | 118.4 
60-64 “ 845 | 95.2 888 | 100 | 1,128 | 127.0 | 1,219 | 137.3 | 1,170 | 131.8 
65-69 “ 599 | 92.4 648 | 100 838 | 129.3 | 1,041 | 160.6 | 1,126 | 173.8 
70-74 “ 386 | 84.3 458 | 100 586 | 127.9 762 | 166.4 842 | 183.8 
75-79 “ | 228 | 88.0 259 | 100 342 | 132.0 458 | 176.8 587 | 226.6 

SO years 
and over 472.1 91.5 188 | 100 261 | 138.8 352 | 187.2 479 | 254.8 


Total 31,518 |104.1 |30,291 | 100 |32,419 | 107.0 [34,824 | 115.0 |37,046 | 122.3 


* Census. Includes allowance of 4 per cent for under enumeration by the census of children 
under 5 years of age. 


_ 1 Based on estimates of Warren S. Thompson and P. K. Whelpton, Scripps Foundation 
for Research in Population Problems, Miami University, Oxford, Ohio. 


occur in the services—professional, personal, clerical, etc., particularly those 
connected with the government. And if employment in the government in- 
creases, taxes will tend to increase and real estate values to decrease. 

Only about 110,000 farmers are dying each year, releasing a similar number 
of farms, and possibly as many more are retiring or leaving for other occupa- 
tions, whereas nearly 400,000 farm youth are reaching maturity each year. The 
number of youth in the nation is at the crest of the wave—youth born in the 
peak years 1921 and 1924, whereas employment is just passing out of the 
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trough of economic depression. Remunerative work, the economic foundation 


of a family and of a feeling of self-respect, for the 200,000 frustrated farm boys 
not needed in farming constitutes, in my opinion, the most urgent agricul- 
tural problem, if not national problem, of today. 

That wonderful era of rapid increase of population, of the flowering of the 
spirit of freedom and individual initiative, of agricultural expansion, of ex. 
ploitation of the virgin soils and rich mineral resources of a continent, with 
the speculation inevitably associated with such exploitation, of unprecedented 
industrial and commercial development, of growth of cities, concentration of 
wealth, and rise of urban culture, is drawing to a close. The new era we are 


entering, judging from present trends, will be characterized by a search for 
economic security and stability, and by a drift from emphasis on freedom and 


individual initiative, associated with dependence on the family and occasionally 
on the church or lodge, to extensive dependence upon the state. No other 
agency, seemingly, has the power to cope with the conditions that are develop. 
ing. 

2. Migration Promotes Individual and National Well-Being. Let us now 


turn to the assumption that migration of youth to the cities improves their 
material well-being. Prior to the depression, this was in general true, I believe. 
But the frequency of unemployment and the inadequate food consumption of 
the low income groups in the cities indicates to me that many, if not most, of 
the farm youth are now better off on the land. Dr. Stiebeling, of the Bureau of 
Home Economics, estimates on the basis of the recent Consumers’ Purchase 
Survey that at least one third of the people in the cities do not have enough 
good food to eat to maintain a high level of health.? Among the village people 
the proportion is even larger. The best food supply is found among the farm- 


ing people. This is true in the South as well as the North, the East as well as 
the West. 

We are becoming accustomed to measure level of living in terms of what 
the census calls facilities—radio, telephone, automobile, electric light, water 
piped into house—in large part, perhaps, because the census supplies the data. 
These are important, but more important are food and shelter; perhaps also 
those things without price, such as pure air and sunshine. Measured by these 
criteria, so essential to health and to durable satisfactions, the farming people 
have the highest level of living of any large group of people in the United 
States, except in parts of the South. 

I believe, therefore, that it is now open to question whether most farm 
youth moving to the cities, even if they find employment, improve their ma- 


terial well-being. It is probably safe to say that half the people in the large 
cities today have little lth left other than a secondhand automobile, some 


old furniture, and the clothes they wear. The youth who obtains employment 
in the cities will receive, in general, a higher monetary income than he would 
in farming, but will also face correspondingly higher expenses of living; and 
if we had statistics, 1 surmise these would show that, in general, the brother who 
goes to the city accumulates less wealth than the boy who remains on the farm. 
But in view of the approaching stationary national population, farming alone 
7U. S. Department of Agriculture Year Book, 1939, p. 34 and pp. 303-308. 
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cannot support a 7 per cent increase per decade in number of farm families, 
without a decreasing production per worker in all likelihood, and a declining 
level of living. We come, therefore, to the third point, which I shall call the 
diversification, as contrasted with the division of labor. 

3. Diversification Versus Division of Labor. 1 am of the opinion that the 
increasing proportion of the gainfully employed engaged in distribution of 
commodities has become so large, and the process of distribution so expensive, 
that farm families would receive a larger real income if they produced rather 
than purchased some of the fabricated products they need. Of the consumer's 
dollar paid for food, the proportion received by the farmer has declined from 
58 cents twenty years ago to 40 cents in 1938.° It appears that as the proportion 
of the gainfully employed engaged in agriculture and in manufacturing has 
declined the proportion engaged in distribution and the services has increased ; 
and the income of these classes has increased more or less correspondingly. 

Several years ago I spoke at the Agricultural College of Minnesota, and as 
I entered the hall I noticed a table on which the Department of Home Eco- 
nomics had on exhibit twenty or more kinds of breakfast food. Cream of 
Wheat was labeled 27 cents a pound, as I recall, Pillsbury’s Best (or whatever 
it was called) was marked 25 cents a pound, and nearly all other brands ranged 
from 20 to 30 cents a pound. Beside these was a package of homemade break- 
fast food, ground in a $10 hand mill, or in a feed mill, which many farmers 
possess, and labeled 2 cents a pound. This home-ground food contained the 
germ of the wheat and was high, therefore, in Vitamin B1, which is removed 
with the germ in commercial wheat flour. This is the vitamin which, perhaps 
more than any other, is likely to be deficient in modern urban diets. 

Turning to the textiles, the advantages of home production are less marked. 
At Berea College, Kentucky, I found that the wage paid the students who were 
working their way through college by weaving woolen cloth varied from 15 to 20 
cents an hour. Around Boros, in Sweden, where I visited, a few of the 10,000 
farm women who have been supplied with hand-operated knitting machines 
for home use, the average pay per day, piecework, was 75 cents to $1.00. This 
seems small, but it meant apparently the difference between poverty and com- 
fort. These families lived in better houses than most families in the Corn Belt, 
and practically all had electric light and running water in the house and the 
other facilities of modern life. 

In Oslo, Norway, we visited the Norske Husflidsforening, an organization 
established by a professor in the University in 1897 to promote the develop- 
ment of home industry. It now occupies a building five or six stories high that 
covers a large portion of a city block. In this building I saw a staff of about a 
dozen designers at work and learned that several hundred thousand designs 
of rugs, curtains, linen cloths, furniture, pottery, and glassware had been pro- 
vided the members of the society scattered in the fishing villages as well as 
the farming areas of Norway. We visited the dye room where wool and vege- 
table dyes had been gathered from all over the world. In the showrooms were 
excellent furniture, rugs, tapestries, glassware, pottery, and table linen. This 


*R. O. Been, Agricultural Situation, Bureau of Agricultural Economics, February, 1939, 
Pp. 11; October, 1939, p. 9. 
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organization has recently introduced into farm homes the most modern ma. 
chinery for the making of woodenware. 

This educational and sales agency is, in my opinion, the kind of an Organiza- 
tion for the promotion of home industry that we need in the United States. For, 
apparently, the most difficult problem in the development of home industry 
having products for sale is not production but distribution. 

In conclusion, may I note that if migration of rural youth to the cities should 
be resumed in predepression magnitude, it would increase the proportion of 
the nation’s population having a low birth rate and decrease that having a high 
birth rate. Thus it would tend to hasten the decline in the nation’s population, 
thereby promoting a decline in the demand for farm products. It might tem. 
porarily relieve, but would by no means solve, the problem of agricultural 
prices. 

One less child per farm family and one more child per city family, if main. 
tained, would hold natio: ypulation stationary, which is probably the most 
desirable condition, for one reason because it would result in the largest pro- 
portion of the population being in the productive-age groups. But in view of 


the conditions of living and philosophy of life in the cities, the one more child 
appears extremely unlikely. Instead, a further decline appears probable. At 
the same time, progress in agricultural technique will almost certainly continue. 
Farms in areas of level surface and fertile soils seem likely to become larger 
and farm population sparser, while in areas of hilly surface and poor soils, 


farms may become smaller and farm population denser. The need for income 
supplemental to that from agriculture in these less productive regions is be- 
coming acute. 


I place my hope that modern occidental civilization can avoid the decline 
which has characterized all civilizations in the past in the development of an 
intermingled rural and urban culture. In this ‘“‘rurban” civilization the rural 
family, which is not only an institution for the reproduction of the race but 
also for the education of the child and the transmission of wealth and culture 
from generation to generation, will be retained; likewise the old virtues of 
hard work, thrift, and honesty. For the institution of the family and these 
virtues that have developed out of the experience of centuries are essential to 


the survival of a people 


The spread in prices between producer and consumer will be narrowed, and 
a larger proportion of the population engaged in basic production. The vil- 
lages will become more important and the cities less important than at present. 
There will be much home industry associated with agriculture, but with the 
electric motor generally providing the power. It will be a simpler civilization 
in all likelihood, and some of the things now considered necessities, automo- 
biles for example, may become luxuries. But there will be more interest and 
better taste in art and architecture and, I hope, more time for communion with 
nature, more concern with the things of the spirit. For unless people have some- 


thing to live for, they peris! 


Some may say, history does not repeat itself, there is never a return to the 


“old times.” Yet this is occurring at present in agriculture, as it has time and 
again in the past—not exactly, of course, but in substance, Millions of people 
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are returning, of necessity, to a more or less self-sufficing system of farming. 
The great increase in farms during the past decade has been in “‘self-sufficing” 
regions, and the evidence indicates to me that this is not a transitory condition.‘ 
Social scientists need, as I see it, to help salvage the good out of modern 
urban culture and unite it with the good in rural culture, in order that the im- 
mense material gains of modern civilization may not be largely lost. 

In the development of this new “‘rurban” civilization, the people of the 
United States are exceptionally fortunate relative to natural resources. In our 
nation there ate about 214 acres of arable land per person, as compared with 
114 acres in Russia, 1 acre in Germany, about 4 acre in China, and Y acre in 
Japan. 
sal in the Southern Appalachians, the area of outstanding population pres- 
sure, this ratio of land to people is much higher than in many parts of the 
world. The total area of the Southern Appalachians (south of Mason and 

: Dixon’s line) is about the same as that of Japan, excluding Hokkaido, the area 
of arable land is nearly the same (15,000,000 acres), the water power is doubt- 
less greater in the Southern Appalachians, and the coal and iron resources vastly 
superior. Yet the Southern Appalachians support only 6,000,000 people, while 


t Japan supports 60,000,000. This is a difference greatly exceeding the difference 
7 in standard of living. 

[ But Japan has a rice culture, with terraces built during centuries, while the 
’ Southern Appalachians has a corn culture. Rice culture conserves, whereas corn 
e culture facilitates erosion of hilly lands. Morover, in most farmers’ gardens in 


; Japan, I am told, there is a shrine to the ancestors. The land is a holy heritage 
from the past to be handed down to the next generation undiminished in 


€ fertility and, if possible, with the fertility increased. And, aided by science, 
n crop yields have increased greatly in Japan; whereas in the United States, 
I despite scientific and technical progress, the governmental machinery for the 
it promotion of agriculture, and the powerful influence of the agricultural press, 
€ the trend has been slowly downward for a quarter century. We need something 
if in our nation corresponding to those ancestral shrines in the gardens of Japan. 
: Morris A. CopELAND: As I understand it, both Professor Spengler and 
0 Professor Nathan regard secular changes in birth and death rates for the total 
population as having less significance for general business conditions than the 
d secular stagnation hypothesis would indicate. They question the tendency to 
t. ‘The decade of depression, 1929 to 1939, closes with production at a new all time peak; 
“ but there are still more than 9,000,000 unemployed. Estimated production in December 
is at index 128, compared to the previous all time peak of 125 in 1929, and production in 
yn the last quarter has equalled the highest quarter in 1929. Nevertheless recovery of pro- 
0- duction has not been enough to put the unemployed to work. . . . 
4 In October, 1929, the Federal Reserve Board adjusted index of industrial production 
stood at 118, and there were 47,000,000 persons at work in the United States, with only 
th 1,000,000 unemployed; ten years later, in October, 1939, the production index stood at 120, 
e- and there were 44,000,000 at work and 9,000,000 unemployed. In these ten years, 
machinery and laborsaving devices had replaced 3,000,000 workers. While these 3,000,000 
jobs were eliminated, 5,000,000 new workers were added to our working population, mak- 
he ing a total 8,000,000 for whom jobs are needed. These 8,000,000 new job seekers, added 
od to the 1,000,000 unemployed in October, 1929, make up our present army of 9,000,000 


inemployed.""—Monthly Survey of Business of the American Federation of Labor, Novem- 


sle er-December, 1939, p. 1. 
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to a hypothesis of secular stagnation. Thus, Veblen in his The Theory of Busi- | 
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secular stagnation and emphasize the importance for business trends of non. 
demographic factors such as technological change, the opening up of new 
territories, and improvements in the standard of living. It appears to be implied 
in both of their papers that it is not unlikely that business will be substantially 
better in the decade of the forties than it was in the decade of the thirties, So 
much for crude birth and death rates for the total population. The situation with 
respect to rate differentials stands in contrast. Dr. Baker calls attention to the 
fact that the relatively high birth rate in rural areas tends to aggravate the 
oversupply of farmers. And Professor Spengler, in urging that differentials in 
birth rates are more important than secular changes in the total birth tate, 
finds in this rural-urban differential the chief illustration of his thesis. 

While I agree with the conclusion reached by Professors Spengler and Nathan 
respecting the relation of population to general business conditions, I question 
the process by which they have reached this conclusion. To me they seem to 
have accepted too many of the Keynesian premises. It would not be possible 


here to consider in detail the intricate theoretical issue which this disagreement 
involves. Instead, I wish to suggest the need for empirical tests of the various 
hypotheses regarding population and general business conditions. There is 
need to compare (a) the business situation in the 1930's with that in preceding 
decades and (b) the concomitant and antecedent circumstances for the various 
decades in respect to technological change, in respect to the opening up of 
new areas, and in respect to improvements in the standard of living, as well as in 
respect to the secular trends of birth and death rates. 

With respect to the opening up of new areas during the nineteenth century 
and the passing of the frontier toward its close, it may be unnecessary to expect 
further empirical citation. Attention is called, however, to the fact that the 
frontier passed too long ago for this fact alone to account for a prolonged 
depression after 1929. Incidentally, I should like to suggest that the different 
position which this country occupies in the world economy is an important one 
to take into account in explaining secular trends in the characteristics of the 
business cycle which make depression a more difficult social problem. It is no 
longer possible to obey the injunction, “Go West, young man”—to meet a de- 
pression situation by withdrawing from the price economy. On the contrary, 
the opening of new areas and previously unworked resources in other parts 
of the world tends to aggravate our business troubles. 

Professors Nathan and Spendler have also suggested as factors affecting the 
secular trend of characteristics of the business cycle both technological changes 
and improvements in the standard of living. I do not recall that either has 
introduced evidence to show that, during and immediately preceding the thirties 
technological change was less encouraging to business prosperity than it had 
been in the case of previous decades, Neither do I recall that either of them 
has introduced evidence to show that improvement in the standard of living 


was less encouraging to business prosperity in the thirties. 

One further comment on the empirical aspect of the argument seems called 
for—one having to do with the business situation itself. While I do not wish 
to question the length and severity of depression during the thirties, I do 
suggest that this is not the first time long and severe depressions have given fist 
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to a hypothesis of secular stagnation. Thus, Veblen in his The Theory of Busi- 
ness Enterprise, written just after the turn of the century, regarded “chronic 
depression” as the normal condition of business ‘under the fully developed 
regime of the machine industry.’’* 

In considering the theory of secular stagnation, one need not question the 
basic Keynesian hypothesis to raise a very crucial question regarding the de- 
clining rate of population growth as a factor making for business depression. 
After the manner of the familiar distinction between desire and effective de- 
mand, we may distinguish between total population and effective population. 
If we have ten million unemployed, these ten million and their potential de- 
pendents are not part of the effective population. Hence, the possible growth of 
our effective population is substantially greater than is the possible growth of 
total population. So far as business conditions are concerned, we may appropri- 
ately ask, ‘“Why cannot the economy grow by absorbing the unemployed as well 
as by absorbing the new born or those newly arrived from abroad ?” If we are to 
avoid confusion and error, the secular stagnation theory should be stated in terms 
of the declining rate of growth of the effective population. 

If the outlook for the 1940’s may be correctly inferred from the papers by 
Professor Spengler and Professor Nathan, we should, I believe, take note that 
this inference has an important bearing on the problem which Dr. Baker has 
so graphically portrayed. If the inference is well founded, the acute problem 
of urban placement of an excess rural population takes on a short-run rather 
than a long-run character. 

James G. Evans: I shall confine my remarks to an examination of some 
of the broad implications for social policy that seem to be inherent in the 
papers presented by Professor Spengler and Dr. Baker. Professor Spengler’s 
paper presents a remarkably thorough analysis of population movements as both 
conditioning and dynamic elements in the contemporary economy. Most out- 
standing is his use of the concept of economic equilibrium to picture the ideal 
situation with respect to the economic use of human and other resources, and 
the development of what may be called a concept of social equilibrium to show 
the nature of the economic problems that arise out of demographic conditions 
and demographic change. These concepts are largely independent of the insti- 
tutional framework and therefore provide criteria for judging the effectiveness 
of its operation with respect to demographic factors and also the criteria which 
serve as a basis for social policy. 

Variation in the rates at which different segments of the population grow 
as well as changes in the rate of total population growth are considered pos- 
sible sources of disequilibrium. Serious problems in education and in popula- 
tion distribution arise when low income groups or regions of low productivity 
furnish a disproportionate or even a proportionate share of population replace- 
ment and growth. Such demographic conditions influence the division of in- 
come and the social background of the young; they invariably necessitate read- 
justment of the institutional framework, if disequilibrium is to be avoided. Of 
course it is impossible to diagnose these problems and prescribe a solution for 


*Thorstein Veblen, The Theory of Business Enterprise (New York, 1904), pp. 184, 
212-234, 251-253, 264. 
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them without an understanding of the kind of civilization we are trying to 
build in the United States. Although the details are lacking, both Professor 
Spengler’s paper and that of Dr. Baker infer the existence of unattained social 
objectives as the stimulus to social readjustment. 

The problems created by the relatively rapid growth of rural population, 
especially in the Southeast, accompanied by a failure to expand economic oppor. 
tunity in urban industries, are effectively presented by Dr. Baker. Pending a 
more effective social control over the national economy, a greater self-sufficiency 
of farm families and of farm communities is by all means desirable as long 
as there is unused labor, merely as a means of minimizing poverty. The extent 
to which the use of electric motors will make small-scale production relatively 
efficient in many processes is not yet known, but it is doubtful whether such 
small-scale autarchy will provide family incomes comparable with those obtained 
through participation in larger-scale production processes. 

Both Professor Spengler and Dr. Baker exhibit a lack of faith in the opera- 
tion of automatic forces to remedy the disequilibrium which already exists or to 
prevent further disequilibrium as a consequence of demographic change. Pro- 
fessor Spengler takes the position that trends in population movement, such as 
urban or regional concentration, cannot be extrapolated to provide a basis for 
future economic and social policies. He is to be commended for his doubts re- 
garding the conclusions of those studies which have largely ignored the imper- 
fection of our arrangements for attaining an economic location of various 
industries. It is surely an established historical fact the geographic and free 
market factors have been neither the only, nor in many instances the most im- 
portant, determining elements in the location and growth of our urban com- 
munities. We must conclude that the disequilibrium which Dr. Baker de- 
scribes is also a consequence of our failure to satisfactorily adjust the institu- 
tional framework to demographic and other conditions. 

It is of course quite justifiable to assume a particular institutional setup, 
such as the present one, and speculate upon the consequences of variation in 
the rate of growth of different segments of the population or of the population 
as a whole. But it is very difficult to be realistic in such an analysis because the 
exact degree in which the economy is self-adjusting cannot be readily dis- 
covered. Furthermore, the degree of self-adjustment varies with time and place 
and thus accurate generalizations have but a temporary applicability. Since the 
institutional structure has changed considerably in recent decades, it is doubtful 
whether historical data can throw much light upon present capacity for self- 
adjustment. Whatever conclusions are reached relative to the automatic impact 
of population movem ire in any case predestined by the degree of competi- 
tive enterprise and resource mobility that is assumed to exist. 

Actually the rules and procedures provided by the state to govern the pet- 
formance of economic functions will determine the influence of the growth or 
lack of growth of the population as a whole upon the production and con- 
sumption of goods, upon the accumulation of capital, and upon the occupational 
structure. As Professor Spengler points out, a stationary or even a declining 
population need not result in unemployment either secular or cyclical. Indeed 4 
greater accumulation of capital, more efficient workers, and scientific advance 
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enable an increasing output per capita as population ceases to grow. When 
capital formation occurs at a more rapid rate than population growth, there 
will be, according to fundamental economic theory, a decline in the marginal 
productivity of capital and an increase in the marginal productivity of labor, if 
equilibrium with a full use of resources is attained. Professor Spengler recog- 
nizes this inherent necessity. It seems to me, therefore, that the really pertinent 
problem arising from a declining rate of population growth and further capital 
accumulation is concerned with the nature of the institutional adjustments that 
are necessary to achieve and retain social equilibrium. How can the economy be 
made to function satisfactorily while the rate of return on capital is declining 
and income is being distributed in such a manner as will permit the mass con- 
sumption that must accompany mass production? 

ALAN R. SwEEzy: Laymen in particular have difficulty in accepting the 
proposition that the decline in the rate of population growth is closing an im- 
portant outlet for investment funds and hence contributing to the relative 
economic stagnation of the present time. They want to know how this propo- 
sition can be reconciled with the existence of unemployment. If more people 
will provide an investment outlet why won’t unemployed people do the same? 

In spite of this apparent paradox I think the population investment argu- 
ment, carefully interpreted, is valid. Three different ways in which population 
growth might affect investment must be distinguished: 


1. Through its effect on the community's division of its income between 
savings and consumption. As Professor Spengler has pointed out, additional 
dependents reduce the margin available to a family for saving. The prac- 
tical importance of this factor is diminished, however, by the concentration 
of savings in the relatively few higher income families. 

. Through its effect on the direction of consumer expenditure. Both Pro- 
fessor Hansen and Mr. Keynes have stressed the fact that population 
growth is one of the main determinants of the demand for agricultural 
products and for housing accommodation and that these are two of “the 
most highly capitalized services” in the economy. In the case of housing 
particularly it is not a matter of absolute need but rather of the intensity 
of demand necessary to make the field a profitable one for private in- 
vestment. 

3. Through its effect on the supply of labor. Dr. Nathan is quite right in 
pointing out that this is more a limiting than an initiating factor. The 
only way increasing labor supply could by itself initiate an increase in in- 
vestment would be through its effect in depressing wages. Under certain 
circumstances, e.g., 1920 in this country, wage reduction may be favorable 
to investment. In a situation where investment demand is generally weak, 
however, its effect is at best doubtful. 


Once an investment boom in underway, increase in the labor supply does have 
an important influence on investment. Wages rise more slowly than they would 
} with a constant labor supply and numerous investment opportunities conse- 

quently can be exploited which would otherwise be unprofitable. The boom 
once started may be expected to last longer if the labor supply is increasing. 
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Over the past century and a half technological change and territorial expansion 
have generally been the initiating factors but population growth through its 
effect on the labor supply has pushed back what would otherwise have been 
; to the field of profitable investment opportunity. 

Here, as so often, the economist’s attempt to study one factor in strict isola. 
tion runs into insuperable difficulties. The foregoing remarks assume implicitly 
that population growth can be separated from technological change and tert. 
torial expansion. To a large extent such separation is impossible. Territorial ex. 
pansion, for instance, is, as Professor Hansen has pointed out, inseparable from 
population growth. And without territorial expansion and population growth 
some of the most important technological developments of the last century, the 
railroad for instance, would have been of relatively minor importance as in- 
vestment outlets. 
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ROUND TABLE ON RECENT BOOKS ON CONSUMPTION 


THEODORE N. BECKMAN, Chairman 


Until recently the field of consumption constituted a dark area in our economic 
thinking and writing. To be sure, much is to be found on the subject in Adam 
Smith’s Wealth of Nations, but no special treatises have been written about the 
subject until the present century. 

During the 1920’s much interest was exhibited in consumption and a full 
fledged consumer movement blossomed forth during the present decade. Such 
awakening of interest has resulted in the publication of a number of books deal- 
ing specifically with this subject. Most of these writings were published during 
the present decade; in fact, since 1935. 

Books in this field have come off the press so fast and points of view and 
methods of approach have varied so much that it was deemed proper to schedule 
a session of this type. For purposes of this session, six of the most recent books 
were chosen for review. They were treated in three groups. 

In the first group were included Consumption in Our Society, by Elizabeth 
Hoyt, and The Consumer and the Economic Order, by Warren C. Waite and 
Ralph Cassady, Jr. These two books were reviewed by Dr. Hazel Kyrk. Imme- 
diately after this paper was read, Professor Cassady made his reply. 

In the second group were included The Consumer-Buyer and the Market, by 
Jessie V. Coles, and Consumers and the Market, by Margaret G. Reid. These 
two books were reviewed by Professor Homer W. Widener. Following his 
presentation, the paper prepared by Professor Coles was read, in her absence, by 
Dr. Elinor Pancoast and Professor Margaret G. Reid also replied to Professor 
Widener. 

In the third group were included Economics for Consumers, by Leland J. 
Gordon, and Income and Consumption, by Roland S. Vaile and Helen G. 
Canoyer. These two books were reviewed by Professor Willard E. Atkins. Replies 
to the reviewers were made by Professor Gordon and Professor Vaile, respec- 
tively. 

Inasmuch as the six books under consideration differ in a number of ways, 
it was to be expected that there would be some disagreement and criticism 
from the reviewers, but all expectations were exceeded by the extent of the 
criticism and the sharpness of the differences in point of view. However, the 
authors were, in some cases, no less vehement in their replies. All of this made 
the session a lively one and it is believed that a reading of the specific criticisms 
of ideas, points of view, assumptions, and conclusions should prove exceedingly 
valuable in appraising some of the most important recent literature on the 
subject of consumption. The complete papers presented by both reviewers and 
authors of the books reviewed will be published in a supplement to the 
Journal of Marketing. 
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ROUND TABLE ON COST FUNCTIONS AND THEIR RELATION 
TO IMPERFECT COMPETITION 


THEODORE O. YNTEMA, Chairman 


At this round table papers were presented by J. M. Clark,? on “Some 
Speculations as tu the Requirements of Workable as Distinct from Ideal Com. 
petition,” by Joel Dean, on ‘‘Statistical Cost Curves in Various Industries,” 
and by Roswell H. Whitman,? on “Cost Functions in the Department Store.” 
The discussion was led by George J. Stigler. The following abstracts were 
prepared by the several speakers. 


J. M. CLarK: Where one of the conditions of perfect competition is absent 
(as is always the case) the presence of others may lead to greater rather than 
less imperfection. Potential competition remains an important factor. So far 
as imperfect competition is governed by long-run curves of individual demand 


and cost, these are flatter than commonly represented and the imperfection of 
competition correspondingly less. As to short-run problems, industry with 
fluctuating demand requires prices in excess of short-run marginal cost, though 
still limited by competition. Favorable conditions appear to include a sloping 
individual-demand curve and some uncertainty whether a reduction of price 
will be quickly met. 


With standardized products, a chaotic market tends toward cutthroat com- 
petition. Oligopoly with a standard product is limited by its one-way action, 
by the chance to gain good will or large orders through initiating a price te- 
duction, by the personal equations of producers, and by some intermittent 
“chiseling.” A special case, not wholly impossible, is that of a standard 
product, sloping individual-demand curve, and some uncertainty as to the 
meeting of price reductions. While extreme cases of quality differentials ap- 
proach monopoly, more moderate cases afford the conditions of fairly healthy 
and workable imperfect competition. This class of cases may be increased in 
the future by the further development of closer substitutes for existing products, 
together with better knowledge of qualities and specifications on the part of 


buyers. 

Jor. DEAN: This paper presented provisional findings of an investigation 
designed to determine empirically the patterns of short-run and long-run cost 
behavior of individual enterprises in a variety of industries. Six case studies of 
short-run cost were summarized. 

To observe the effects upon cost of variation in rate of plant utilization, 


firms and observation periods were selected that displayed great variability of 

output while eliminating or minimizing changes in scale, technology, propor- 

tion and quality of products, and price-motivated input substitution. When 

necessary, an index of output was constructed. Heterogeneous products were 

combined by weighting each according to its deflated standard cost. 
Recorded components of combined cost were individually rectified for 

changes in prices of materials and services, for errors in accounting allocation, 
‘To be published in full in the June issue of the American Economic Review. 


* To be published in J 
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and for discrepancies between the time of recording output and the costs that 
contributed to it. 

Multiple correlation analysis was used to determine the relationship between 
these corrected cost elements (individually and in combination) and output, 
while holding constant at their means other significant cost influences peculiar 
to each enterprise. The character of the resulting cost functions was validated 
by critical ratio tests, by variance analysis, and by independent analysis of cost 
and output first differences. 

Typical multiple correlation results for a leather belt shop, three department- 
store departments, a hosiery mill, and a furniture factory were shown by a 
series of slides. Partial regressions of cost on output and on other operating 
factors were displayed, together with total, average, and marginal statistical 
cost curves for combined cost and its components. 

Theoretical analysis usually posits rising marginal cost over the relevant 
output range, yet no instance of rising marginal cost within the range of actual 
operation was found. It appears likely, however, that marginal cost will rise 
beyond this observed range as the limit of physical capacity is reached. 

Possible explanations are muitiple battery plants, plants designed for mini- 
mum cost near physical capacity, and technological, conventional, or market 
restraints on cost “forcing” of output. 

RoswELL H. WHITMAN: Cost behavior for department stores is complex. 
Its study is hampered by problems of determining a measure of output. The 
data used for the present paper were weekly costs and output. Output was cor- 
rected for nonhomogeneity both by a multiple regression equation and by creat- 
ing an index with average cost weights. 

The cost functions presented included: 

1. The relation of delivery mileage cost to packages delivered. The marginal 
cost is a decreasing function of output. 

2. The relation of salesclerk costs to the number of transactions. This may 
be a decreasing, constant, or increasing function of output, depending on the 
organization of the selling department, the character of its peak business, and 
so forth. 

3. The total store variable cost function. This function has constant marginal 
costs within the normal range of output, but high marginal costs at the peak. This 
cost behavior is due to a relatively low efficiency as near capacity output is 
approached. 

While marginal costs are an increasing function of output, because of the 
seasonal fluctuation of business and the relatively small seasonal fluctuation in 
price, price is above marginal costs for most of the year. 

Though this indicates imperfect competition, it is not necessarily socially 
undesirable to have eleven month idle capacity to serve the public during the 
Christmas shopping season. 

GEORGE J. STIGLER: The statistical cost curves presented by Dean and 
Whitman seem somewhat in conflict with our expectations, based as they are 
in large part on the classic law of diminishing returns. In the cases of constant 
short-run marginal costs, undoubtedly the existence of a divisible plant (many 
similar machines, for instance) is an important explanation, as Dean suggests. 
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In addition, there are probably two biases in the statistical procedure which lead 
to the same result in the cases here presented: First, plants which had ex. 
perienced very wide fluctuations of output were selected, and these are pre. 
cisely the plants which would be built with a maximum of flexibility (so that 
the marginal cost curve would be relatively flat). Second, short-run alterations 
of plant, which usually cannot be eliminated on the basis of accounting records, 
lead to a speciously flat marginal cost curve. The falling marginal cost curves 
are even more suspect; they seem to be due to variations of product quality and 
to misallocation of costs as between fixed and variable. 

An alternative method of deriving costs curves deserves serious consideration: 
the construction of the production function. This method has its defects, not 


the least of which is that the economist must become a technician. But there 
are important advantages to this alternative; we are released from dependence 
on accounting records, which are frequently unavailable and even more often 
unusable; and the statistical problems involved in time series are largely 
avoided. 


I wish to raise only two questions with respect to Clark’s very stimulating 
paper. First, I question the general importance of potential competition as a 
limitation on monopoly prices. I would argue that (1) low prices per se will 
not discourage potential rivals, who may expect a quota, and (2) if sucha 


quota is refused, and the existing firms will not tolerate new rivals, there are 
cheaper methods of communicating this intention to potential rivals than by 
setting low prices. Second, I do not see why flat marginal cost curves (well 
below average costs throughout a considerable range of outputs) make pricing 


according to the competitive norm—marginal cost equals price—impossible. For 
there is demonstrably always such an amount of investment in an industry that, 
given the fluctuations in demand, the losses and profits will cancel over time. Of 
course investment is frequently such as to make losses exceed profits if a 
competitive pricing policy is followed, but I would argue that this is due to 
price agreements, and that one cannot justify such agreements on grounds of 
their necessity to prevent losses because this is circular reasoning. 

There ensued an active general discussion in which the speakers and many 
others among those present participated. 
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MINUTES OF THE BUSINESS MEETINGS OF THE AMERICAN 
ECONOMIC ASSOCIATION HELD IN PHILADELPHIA, 
PENNSYLVANIA, DECEMBER 28 AND 29, 1939 


The first business meeting of the American Economic Association was held 
at 9:00 A.M., December 28, 1939, in the Bellevue-Stratford Hotel, Philadelphia, 
Pennsylvania, President Viner presiding. 

The minutes of the meeting of December 30, 1938, were approved as 
printed in the Proceedings of the Fifty-first Annual Meeting, pages 250-251. 

The following reports were read and approved: 

1. The Secretary. (See page 405) 

2. The Managing Editor. (See page 410) 

3. The Treasurer. (See page 412) 

The President appointed Eliot Jones, of Stanford University, James E. 
Moffat, of Indiana University, and Calvin B. Hoover, of Duke University, as 
a Committee on Resolutions. 


Adjourned. 


The second business meeting of the American Economic Association was 
held at 9:00 A.M., December 29, 1939, in the Bellevue-Stratford Hotel, Phila- 
delphia, Pennsylvania, President Viner presiding. 

The minutes of the December 28, 1939, meeting were read and approved. 

The following reports were read and approved: 

1. The Finance Committee. (See page 414) 

2. The Auditor. (See page 417) 

There was no report from the Joint Committee on Income Tax Statistics. 

J. M. Clark submitted a report summarizing the principal activities of the 
American Council of Learned Societies for the year 1939. Copies of this report 
were distributed to those interested and one is kept on file in our records, 

In submitting a summary of the annual report of the Social Science Research 
Council (see page 423), E. G. Nourse called attention to the desirability of 
more intimate knowledge on the part of our membership concerning the ac- 
tivities of the $.S.R.C. 

The following report of the Committee on Resolutions was read and ap- 
proved: 


WHEREAS, The members of the American Economic Association, meeting in its fifty- 
second annual session, December 27-29, 1939, at Philadelphia, Pennsylvania, desire to 
—— 4 appreciation to those who have contributed to the success of the conference, 
therefore be it 

Resolved, That the Secretary be instructed to convey the thanks of the Association to 
Professors C. A. Kulp and W. N. Loucks and associates of the Committee on Local 
Arrangements for the excellent preparations made for the meeting and for the effective 
handling of the details; and be it further 

Resolved, That we extend to the officers and Executive Committee of the Association, 
to those assisting President Viner in the preparation of the program, and to participants 
in the program our appreciation of their valuable services; and be it finally 

Resolved, That we extend to the management of the Bellevue-Stratford Hotel and of co- 
perating hotels our thanks for the facilities supplied and for their contribution to the 
success of the conference. 

JONES, Chairman 
CALVIN B. HoovER 
J. E. MorratT 
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The Secretary presented the certification of election: 


In accordance with the by-laws on election procedure, I hereby certify the results of 
the recent balloting, and present the reports of the Nominating Committee and the Com. 
mittee on Elections. 

The Nominating Committee, consisting of Alvin H. Hansen, Harvard University 
chairman, Arthur R. Burns, Columbia University, Frederick S$. Deibler, Northwestem 


University, Robert D. Calkins, University of California, Charles O. Hardy, Brooking: 


Institution, and Tipton R. Snavely, University of Virginia, presented to the Secretary the 


following list of nominees for the respective offices: 
For President For Executive Committee 
Frederick C. Mills J. Douglas Brown 
John H. Williams Howard S. Ellis 
For Vice-Presidents 
James W. Angell 8 
Morris A. Copeland Representative to Social Science Research Council 
Calvin B. Hoover Herbert Feis 
Holbrook Working Edwin G. Nourse 
The Committee on Elections prepared biographical sketches of the various candidates 
and ballots were distributed early in October. The canvass of the ballots was made on 
November 11, 1939, and the results were filed with the Secretary. 
From the report of the Committee on Elections I have the following information: 
Numbers of envelopes without names for identification 18 
Number received too late to count 39 
Number of defective ballots 1 
Number of legal ballots 1,277 
Number of returns from the mail ballot 1,335 
On the basis of the canvass of the votes cast, I certify that the following persons hav: 
been duly elected to the respective offices 
President (for term of one year) 
Frederick C. Mills 
Vice-Presidents (for term of one year) 


James W. Angell 
Calvin B. Hoover 
Members of the Executive ( ittee (for term of three years) 


J. Douglas Brown 
George W. Stockit 


Representative to the S Science Research Council (for term of three years) 
Edwin G. Nourse 


James Washington Bell, Secretar; 


Adjoumed. 
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REPORT OF THE SECRETARY OF THE ASSOCIATION FOR 
THE YEAR ENDING DECEMBER 13, 1939 


The following report includes the minutes of the meetings of the Executive 
Committee held during the year. 
1. Minutes of the second meeting of the 1939 Executive Committee: 


The second meeting of the 1939 Executive Committee was held at the Shelton Hotel, 
New York City, March 24 and 25, 1939. There were present: President Viner, presiding, 
Miss Newcomer, and Messrs. Anderson, Bell, Dewey, Graham, Homan, Sprague, Wester- 
field, and Williams. 

The minutes of December 30, 1938, published in the March, 1939, supplement of the 
American Economic Review, were read and approved as printed. 

Communications concerning the meeting of the Institut International des Sciences 
Economiques were read and discussed. No action was called for. 

The relationship of the Association with regional groups was again discussed, The 
Secretary was instructed to report the results of the special ballot inserted in the March, 
1939, number of the American Economic Review; and to consider Chicago as a favorable 
alternate meeting place in case New Orleans is not selected for 1940. 

An invitation from President W. C. Mitchell for the Association to change its status 
from that of “‘associated’’ to that of “affiliated” society of the American Association for 
he Advancement of Science was submitted and discussed. The Secretary was instructed to 
investigate the advantages and disadvantages involved in such an arrangement with the 
A.A.A'S. and, jointly with the President, to submit a report at the December meeting: 

Voted: That each member of the Executive Committee submit to the Secretary names 
of nominees for honorary membership in the Association—names and biographies to be 
collated and distributed for consideration at the December meeting. 

The question of family memberships was again raised and discussed but no action was 
taken. 

Styles and samples of engraved membership certificates were submitted by the Secretary 
for inspection. 

The Secretary was instructed to carry on with the classification of membership, to have 
new information cards printed, so as to keep up to date the information contained in the 
“who’s who” handbook for new members coming in, and to plan for a revision along 
the present lines for 1940. 

The inauguration of placement information service was discussed and it was voted to 
announce in the American Economic Review that applications for teaching positions and 
descriptions of teaching vacancies would be solicited and published in the notes or a 
section devoted to the purpose in the Review. 

The question of permanent secretariat was reviewed but no further action was taken. 
President Viner reported that he would appoint the committee provided for in the minutes 
of December 30, 1938, and present a plan at the December meeting. 

The Treasurer reported briefly upon the Association's finances. 

Voted: To authorize the expenses of the members of the Nominating Committee meet- 
ing in New York, March 25, 1939. 

Voted: To select December 27, 28, and 29 as the dates for the 1939 annual meeting. 

Voted: To authorize the expenditure of $200 for publicity of the annual meeting. 

The rest of the meeting was devoted to the discussion of the program. 

Adjourned. 


2. Minutes of the third meeting of the 1939 Executive Committee: 


The third meeting of the 1939 Executive Committee was held at the Bellevue-Strat- 
ford Hotel, Philadelphia, Pennsylvania, at 5:00 P.M., December 28, 1939. There were 
present: President Viner, presiding, and Messrs. Anderson, Bell, Dewey, Graham, Homan, 
Westerfield, and, by invitation, President-elect Mills. 

Voted: To approve the minutes of the March 24 and 25, 1939, meeting as read. 

The meeting of the Institut International des Sciences Economiques in Brussels, July 
17 to 19, was reported by the Secretary. The invitation from the Institut to participate 
in its activities was laid on the table until such time after the war as might prompt a 
reconsideration of this matter. 

_ Voted: To lay on the table the question of changing our present status from that of 


associated” to that of “affiliated” society of the American Association for the Advance- 
ment of Science, 
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Voted: To authorize the 
greetings of the Executive 


F. W. Taussig on the 

Voted: To approve t 
ments to the Editorial 
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to permit members to ord 


and tying up type metal 
means, 

Voted: To authorize t 
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classifying book reviews 
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Voted: To reappoint 
Charles C. Wells, and 
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Voted: To continue 
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meeting 
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ent and the Secretary to draft a telegram conveying the 
nittee, on behalf of the members of the Association, to 

his htieth birthday. 


zing Edit recommendation of the following appoint. 
for a term of three years: E. A. Kincaid and H, M 


Adjourned, 
meeting of the 1940 Executive Committee: 


) Executive ogg cox was held at the Bellevue-Stratford 


at 12:00 December 29, 1939. There were present: 


Miss N weomer, Messrs. Anderson, Angell, Bell, Dewey, 


Ho , Hoover, Viner, and Westerfield. 
t the December 29, 1939, meeting as read. 
s of the surplus inventory of the Associations’ publica. 
ng disposed of were distributed abroad and that three free 
1939 and 1940 to Chinese libraries in need. 
he Southern Economic Journal and the Journal of Farm 


leading articles in the American Economic Review so as 
rints was found to involve the expense of storing, packing, 
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n’s funds. 
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isurer to $1,500, beginning January 1, 1940. 
of $200 for publicity purposes for the 1940 annual 
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First, in the March number of the Review, a mail ballot was inserted, calling 
for an expression of opinion concerning the desirability of holding the annual 
meeting of the Association at stated intervals in the South and West and for a 
specific vote on the choice of New Orleans for 1940 and San Francisco for 
either 1944 or 1946, 

The results of the ballot were by no means conclusive, but they did reflect 
an interest, especially on the part of our members residing in the South and 
West, in holding our meetings elsewhere than in the East and North Central 
areas. In view of the national character of the Association, it was felt that 
we should recognize this demand or in some way co-ordinate the activities of 
regional economic associations with those of the national group. 

Second, in the September issue of the Review, an announcement was made 
in the section on “Notes” (page 663) of the initiation of a new service to our 
members. The service is to consist of a clearing of information, which should 
appeal to those who wish to make known their availability for teaching or other 
professional positions in the field of economics, and to administrative officials 
and others who are seeking to fill vacancies in this field. 

In the December number (following page 932), twenty-four announcements 
were published of applicants for teaching positions. No vacancies were reported. 

It is hoped that members and others will avail themselves of this information 
and take full advantage of the privilege of clearing inquiries afforded through 
this medium. 

Third, the biennial handbook of the Association, published in 1938, was 
changed in character from a simple directory to a descriptive Who’s Who in 
the American Economic Association. The information added in the enlarge- 
ment included: affiliation and rank or position of the members, academic de- 
grees, title of doctoral dissertation (with the data of publication), fields of 
specialization, research projects under way, and a sample of representative 
publications. It was pointed out at the time that the volume was experimental 
and that its continuation in this form would depend upon is usefulness and 
acceptability to our membership. To the offices of the Secretary and the Editor, 
the volume has proved invaluable, and we plan to continue the collection of 
the specialized data referred to above for our files. However, the additional 
expense and effort involved in publishing a revised edition of the ‘‘who’s 
who” cannot be justified on such narrow grounds. Unless this office feels some 
pressure from others, a simple directory of the conventional form will be issued 
in 1940. 

The Secretary's office edited the Proceedings of the Fifty-first Annual Meeting 
and carried on the regular business of the Association. 

The following appointments were made by the President: 


Nominating Committee 
Alvin H. Hansen, Chairman 
Arthur R. Burns 
Frederick S. Deibler 
Robert D. Calkins 


0 

A. 

t: 

a- 

ee 

m 

as 

ed 

le 

a 

for 

ort 4 

od, 3 

hi 

ase 

ua 

tee 
the 
man 

able 
1tor 
o|se- 
for 
cers # 
)t 
1) 3 
tive 
bon 
red 

ting 


2 Economic Association 


Charles O 
Tipton R 
Committee on Elections 
Reuben Cahn, Chairman 
Frederick W. Mueller, Jr. 
James Washington Bell 
Auditor 
Arthur Andersen and Company 
Representative on Committee on Local Arrangements 
William N. Loucks 
Representative at the Inauguration of the President of the University of 
Texas 
George W. Stocking 
Representative at the Centenary of Duke University 
Dudley De Witt Carroll 
Representative at the Sesquicentennial Celebration of Georgetown 
Univer 
David A be 
Representative at the Meeting of the American Academy of Political 
and Social 
Frank W 
Representatives at the Centenary Celebration of the American Sta- 
tistical Association 
Davis R 
Emanuel A oldenweiser 
Permission for the use of the mailing list was granted by the President and 
the Secretary to: 
| Motors Corporation 
Affairs Committee 
ted States Department of Labor 
University Press 


The changes in the mbership list that have taken place during the year 
ending December 13, 1939, are as follows: 


Total members and subscribers in December, 1938 4094 
Annual members in D r, 1938 
Members removed i 
Resigned 
Lack of address 
Nonpayment 


Died 


Members added 


Total annual member: 


Life members in Dec« 
Removed in 19 


Total life members in I 
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Honorary members in December, 1938 
Added in 1939 


Total honorary members in December, 1939 


Total members in December, 1939 


Subscribers in December, 1938 
Removed in 1939 


Added in 1939 
Total subscribers in December, 1939 


Total members and subscribers in December, 1939 4258 


Net gain 164 


The above increase in membership is due largely to the co-operation of mem- 
bers who have sent in nominations. I wish to thank those members and hope 
that this co-operation on the part of the membership will continue. 

It it with regret that the names of the following persons have been removed 
from our active membership list, notice of their death having been received during 
the year: 


Frederick L. Allen James A. McLaughlin 
John A. Campbell Saul N. Minkoff 
William Coan Frank O'Hara 


Joseph C. France 
Henry B. Gardner 
Max S. Handman 
James Hillhouse 
Clarence L. Holmes 
Harold N. Lawrie 
Emil Lederer 


James H. Rogers 

Edwin R. A. Seligman (Life Mem- 
ber) 

Victor E. Vraz 

A. Leo Weil 

Caroline Whitney 


Respectfully submitted, 


JAMES WASHINGTON BELL, Secretary 
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REPORT OF THE MANAGING EDITOR OF THE AMERICAN 
ECONOMIC REVIEW FOR THE YEAR ENDING DECEMBER, 1939 


The expenses during 1939 by principal items were as follows: 


Printing (paper, reprints, postage, etc.) . 
Editorial 
Clerical 
Supplies 
Contributors 1,453.50 


$13,846.68 


This is slightly in excess of the budget appropriation submitted a year ago; 
namely, $13,800.00. It will be noted, however, that the average number of 
copies printed this year was 4,625, as compared with 4,500 in the previous year; 
and the number of pages for the entire volume was 932, an increase of 55 
pages over the preceding volume. 

On the basis of printing 4,700 copies per issue in 1940, the following 
budget is submitted: 


Printing (paper, reprints, postage, etc.) .. .$ 6,500.00 


Supplies . 400.00 
Contributors lav 1,600.00 


$14,200.00 


During the year 1939, 993 new books were received, as compared with 
942 in 1938. During the year 249 persons have co-operated in writing leading 
articles, communications, and reviews. The number of leading articles published 
is 34. 

The following persons have served as editors during the past year: Pro- 
fessors Alzada Comstock and Leonard L. Watkins, whose terms expire this 
year; Professors Arthur R. Burns and B. F. Haley, whose terms expire in 
1940; Professors Fritz Machlup and Royal E. Montgomery, whose terms expire 
in 1941. 

Under the supervision of the secretary-treasurer, Professor Bell, the ad- 
vertising material is increasing, as will be seen by the treasurer’s report. 

Beginning with the December issue of this year, the Review has added : 
new department of “Academic Vacancies and Applications.” This work is 
carried on through the secretary's office. It is to be noted that the officers of 
the Association take no responsibility for making a selection among the 
applicants or following up the results. 

It is also to be noted that the department of public documents has been 
omitted during the past year. The titles of the principal documents previously 
listed in this department have been included in the lists of new books. 

The usual tables are appended 

Respectfully submitted, 
Davis R. Dewey, Managing Editor 
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Tasie I—Paces Given To Eacu Secrtion* 


New Docu- 
Leading ments, | Periodical 


articles listed | TPOFts, abstracts Totals 


Year 


1920 395 122 
1921 331 117 
1922 293 
1923 298 
1924 339 
1925 325 
1926 270 
1927 262 
1928 335 
1929 315 
1930 348 
1931 369 
1932 351 
1933 360 
1934 376 

35 341 
384 
386 
379 
445 180 188 


* Figures for 1911-19 may be found in the report for 1930, published in the Supplement, 
March, 1931, p. 284. 


Tas_e 


Payments to 


1938 
1939 


452.96 3,459.46 
389.63 | 13,846.68 


wusly 


Year Printing eliessen Clerical Supplies Totals 
1920 | $6,656.31 , $1,122.75 | $1,595.64 | $307.20 | $11,181.90 
1921 | 5,646.97 | 1,500.00 64.50 319.97 
1922 4,795. 1,500.00 — 314.77 
1923 5,032. 1,500.00 os 437 .86 
1924 5,423.2! 1,500.00 1,110.25 : 305.32 
1925 | 5 1,500.00 406.36 
1926 | 5 1,500.00 323.43 
1927 5. 1,500.00 ’ 297 .25 
1928 | 5 1,500.00 375.37 
1929 4, 1,500.00 ; 261.72 
1930 2,500.00 2,253. 347.80 
1931 | 5,. 2,500.00 2,300.00 | 327.60 
1932 | 5. 2,500.00 2,300.00 | 386.13 
1933 4 2,500.00 2,436.00 380.75 
1934 | 4 2,500.00 2,420.00 | 326.12 
1935 5 2,500.00 2,540.00 445.08 
1936 | 5,. 2,500.00 2,540.00 345.12 
een : 1937 5, 2,500.00 2,751.00 364.72 
6, 2,500.00 2; .00 
6 2,500.00 .10 


1,453.50 
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43 14 800 
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of 58 29 811 
40 25 814 
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REPORT OF THE TREASURER OF THE ASSOCIATION FOR THE 
YEAR ENDING DECEMBER 13, 1939 


The resources of the Association continue to grow. This year we added 
$4,747.62 to last year’s assets, making a total of $67,264.66. The items reflect. 
ing in detail the financial condition of the Association and of the changes 
which have occurred during the past year are shown in the balance sheet 
exhibit of the auditor’s report. The main changes involved in the assets are a 
stronger cash position and additions to our investment account, together with 
a small increase in office equipment (including an envelope sealer at $80.00, 
less trade-in value of old machine and discount of $18.80, and a typewriter at 
$72.10, less trade-in value and discount of $17.50) and a substantial write. 
down to net selling price of Economic Essays. Accounts payable are relatively 
large because the printer's bill for the December issue of the American Eco- 
nomic Review had not yet been received as the books were closed. 

With regard to operating results, total income from all sources remained 
substantially the same as last year, a small increase from dues being practically 
offset by decreased dividends and a loss taken on the sale of securities. Ad- 
ministrative expenses were less this year than last, chiefly because no handbook 
was published in 1939. Increased publication expenses of the Review and the 
Proceedings are accounted for by the larger editions and by the greater number 
of pages published. Increased subscriptions and sales and larger advertising 
revenue, however, reduced the net publication expense. 

In the accompanying tables is presented a statistical summary of our hold- 
ings of bonds and stocks from 1925 to date, together with the changes in the 
cost and market value and the dollar and percentage yield. The latter is com- 
puted on the basis of cost. Since 1937, the return from interest and dividends 
has declined. The rate of return is now roughly 4.5 compared with 5.1 in 1938 
and 6.3 per cent in 1937. It has been previously noted that the income of 
1937 from this source was exceptional on account of the operation of the 
undistributed profits tax, and the decline in the past year is not in the least 
alarming. We should be very gratified with our present rate of return. It has 
been madeMossible only because my capable colleagues on the Finance Com. 
mittee are willing to follow our holdings closely. 

Respectfully submitted, 
JAMES WASHINGTON BELL, Treasurer 
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InvESTMENT PorTFOLIO 


Cost 


Bonds Total 


$24,661.75 $24,661.75 
26,623.25 26,623.25 
28,688.45 28,688.45 
28,633.45 28,633.45 
30,569.48 30,569.48 
32,439.48 32,439.48 | $32,635.40 
39,134.48 39,134.48 32,307.44 
41,134.48 41,134.48 33,239.70 
32,962.48 | $ 3,954.23 36,916.71 31,522.50 
30,989.48 3,954.23 34,943.71 34,714.00 
15,280.48 28,114.50 43,394.98 50,338.72 
16,260.13 33,712.57 49,972.70 62,991 .00 
19,160.91 37,399.20 56,560.11 52,064.75 
20,180.95 38,302.20 58,483.15 58,598.88 
20,039.57 41,155.95 61,195.52 61,529.38 


RETURN ON INVESTMENTS 


Bonds Stocks Total Rate of Return 


1925 $1,350.00 $1,350.00* 
1926 1,410.00 1,410.00* 
1927 1,524.70 1,524.70t 
1928 1,642.77 1,642.77+ 
1929 1,575.44 
1930 1,695.21 
1931 1,886.81 
1932 2,014.36 
1933 1,679.49 $ 108.57 
1934 1,593.13 218.07 
1935 1,022.96 680.70 
1936 801.77 1,597.63 
1937 884.87 2,689.62 
1938 928.04 2,063.02 
1939 978.79 1,781.52 


* Estimated income for year. 
| Certificate of deposit interest included. 


413 
| At Par | | Market 
Year 
| Bonds | 
1925 $25 ,000 
1926 27 ,000 
1927 29,000 
1928 | 29,000 
1929 | 31,000 
1930 31,000 
1931 | 39,500 
1932 40,500 
1933 33,500 
1934 31,500 
1935 16,000 
1936 | 17,000 
F 1937 | 20,000 
1938 | 22,000 
1939 | 22,000 
5.22% 
4.82 
4.89 
4.84 
5.18 
3.92 
5.00 
6.31 
5.11 
| 4.51 


REPORT OF THE FINANCE COMMITTEE 


During the past year, a met amount of $2,712.37 has been invested in 
securities. The cost of our investment holdings is $61,195.52 in 1939 compared 
with $58,483.15 in 1938 

The following specific changes have been made: 


SALES 
Selling 
Par Value Cost Price Profit Los; 
Southern Pacific Co., 50-year $1,000.00 $ 927.50 $ 499.32 $428.18 
West Texas Utilities Co., Ist Mtg 
Series “A” 2,000.00 1,870.40 2,050.00 $179.60 
Procter and Gamble scrip and Com 
monwealth Edison rights 41.39 


PURCHASES 


Par Value Cost 
Central Illinois Electric 
Co., 1st Mtg., 334%, due 
1, 1964 $2,000.00 $2,010.00 
Florida East Coast Railway 
Ist Mtg., 414%, due 
1959 1,000.00 646.52 


Shares Cost 


Commonwealth Edison Co., com 55 $1,525.51 
Chesapeake and Ohio Railwa 


4%, pfd. ~ 1,328.24 

As of December 2, 1939, our security holdings are listed below, together 
with cost and market values. The market figures are compared with those of 
last year. 


Value 
Number and Class Market or Last Sale 
of Shares Cost 12/14/38 12/2/39 
25 Chesapeake and Ohio Railroad Co., com. $ 1,309.07 $ 862.50 $ 1,037.50 
15 Chesapeake and Ohio Railroad Co., 4% pfd., “A’’ 1,328.24 1,410.00 
55 Commonwealth Edison Co., com 1,525.51 1,711.88 
50 General American Transportation Corp., com. 3,084.30 2,775.00 2,712.50 
100 General Electric Co., com 2,738.19 4,425.00 3,875.00 
50 General Motors Corp., com 2,057.47 2,512.50 2,643.75 
58 Glidden Co., com. 1,635.72 1,435.50 1,051.25 
14 Glidden Co., convert. pfd 735.00 644.00 560.00 
10 Household Finance Corp., 5% 1 903.00 1,030.00 1,040.00 
25 International Harvester Co., 3,686.63 4,050.00 4,100.00 
50 Kroger Grocery and Baking : 1,297.22 1,025.00 1,400.00 follov 
25 Liggett and Myers Tobacco Co., ‘ 2,018.13 2,459.38 2,500.00 
50 Link Belt Co., com 2,524.15 2,337.50 1,825.00 
50 Mesta Machine Co., « 2,007.37 2,000.00 1,668.75 
50 J. C. Penney Co., 2,878.28 3,825.00 4,668.75 
50 Procter and Gamble Co., com 2,459.72 2,743.75 3,175.0 
50 Standard Brands, Inc., co: 888.15 325.00 281.25 
50 Standard Oil Co. of California, com 2,097.27 1,406.25 1,268.75 
50 Union Carbide and Carbon Corp.. com. 2,867.88 4,475.00 4,375.00 
100 Wayne Pump Co., com 3,114.65 3,100.00 2,300.00 Ou 
erce 
$41,155.95 $41,431.38 $43,604.38 
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Bonpbs 
Value 

Par Int. Market or Last Sale 
Value Rate Due Cost 12/14/38 12/2/39 
¢1.000 Alabama Power Co., 1st Lien 
f and Ref. Mtg. 5% 1956 $ 1,042.50 $ 967.50 $ 1,045.00 
2.000 Central Illinois Electric and 

Gas Co., 1st Mtg. 334 1964 2,010.00 1,990.00 
3.000 Chicago, Terre Haute and 

Southeastern Railway Co., 1st 

and Ref. 1960 2,012.12 1,755.00 1,800.00 
1.000 Erie Railroad Co., Ref. and 

Imp. Mtg. 
1,000 Florida East Coast Railway, 

Ist 1959 646.52 560.00 
2.000 Gary Electric and Gas Co., Ist 

Lien Col. Series “A” 1944 1,920.40 1,910.00 2,000.00 
2,000 Grand Trunk Western Rail- 

way Co., 1st Mtg. 50-year 1950 1,855.45 1,760.00 1,580.00 
3,000 Gulf States Steel Co., 1st 

(closed) Mtg. Sinking Fund 1961 2,900.78 2,835.00 _2,902.50 
2,000 Nevada-California Electric 

Corp., Ist Mtg. 1956 1,895.40 1,580.00 _1,595.00 
1,000 Pennsylvania Railroad Co., 

40-year Gold Deb. 1970 945.00 830.00 885.00 
1,000 Pennsylvania Railroad Co., 

Gen. Mtg. Series ‘‘D” 1981 986.50 920.00 950.90 

00 Southern Illinois and Mis- 

souri Bridge Co., 1st Mtg. 

50-year 1951 822.00 650.00 710.00 

Southern Railway Co., 1st 

Consol. Mtg. 1994 2,070.40 1,630.00 1,760.00 


1975 932.50 132.50 147.50 


$20,039.57 $14,970.00 $17,925.00 


It will be observed from the following summary that this year’s results, as 
well as those of last year, reflect little variation in the market compared to 
the cost value of our total holdings. 


Cost Market Value 
1938 1939 1938 1939 
$20,180.95 $20,039.57 $17,465.00 $17,927.00 
38,302.20 41,155.95 41,431.38 43,604.38 


$58,483.15 $61,195.52 $58,896.38 $61,529.38 


Since one of the objectives of our policy is relative stability of capital values, 
we should be satisfied with these results. 
The income from our investment holdings for the past year has been as 
follows: 
Rate of return 
Income on cost 


Interest on bonds $ 978.79 4.88% 
Dividends from stocks 1,781.52 4.08% 


Total $2,760.31 4.51% 


Our income from bonds is slightly higher this year than last and dividends 
perceptibly lower. Extra dividends have not been so plentiful this year. Though 
the rate of return is still good (4.51 per cent), it represents a slight decline 
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from last year. However, a higher income could hardly be expected without 
jeopardizing the safety of the investment. A summary of the rate of return from 
our investments from 1925 is given in the Treasurer’s report. 

We see no reason to change our general investment policy. Under normai 
circumstances, if we were solely interested in the security of capital we would 
buy low yield, high-grade bonds. At present prices the only direction of 
change in their value would seem to be downward, and there is a risk in. 
volved in committing funds to fixed income securities. The increase of a 
fractional per cent in the market rate of interest would mean a very substantia! 
decline in the value of such long-term holdings. If it should prove necessary to 
sell high-grade bonds before maturity under conditions of rising interest rates, 
we would have to realize substantial losses, and if not liquidated, our fixed 
income at present low levels would remain “frozen.” The possibilities of in. 
flation make the exclusive holding of high-grade bonds hazardous. We have 
therefore attempted to adapt ourselves to the exigencies of present-day condi- 
tions. 

The present distribution of our holdings represents about 40 per cent in bonds 
and 60 per cent in stocks, 16 per cent of the latter being in preferred shares 
and a reasonably good diversification of business risks. The purchases made this 
year involve (1) a shift of two bonds of about equal grade, and (2) the addi- 
tion of one unit of a sound investment common stock and one of preferred 
stock. The Erie Railroad bond is still in default, but under present circum. 
stances we do not feel disposed to sell it. 

Respectfully submitted, 
Roy C. Oscoop, Chairman 
CHARLES C. WELLS 
JAMES WASHINGTON BELL 
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REPORT OF THE AUDITOR 


December 20, 1939 
Executive Committee, 
American Economic Association, 
Evanston, Illinois. 


DEAR SIRS: 

We have made an examination of the balance sheet of the American Eco- 
nomic Association as at December 13, 1939, and of the related statement of 
income and expenses for the period from December 15, 1938, to December 
13, 1939. In connection therewith we have examined or tested accounting 
records of the Association and other supporting evidence and have reviewed 
the accounting procedures of the Association by methods and to the extent we 
deemed appropriate, but we did not make a detailed audit of the transactions. 
A similar examination was made for the period from December 16, 1937, to 
December 14, 1938. Further comments regarding the scope of our examina- 
tion are contained in subsequent pages of this report. 

The following exhibits are included in this report: 


Balance sheet—December 13, 1939 Exhibit 1 
Statement of income and expenses for period from De- 
cember 15, 1938, to December 13, 1939 Exhibit 2 


Results of Operations 


Net income for the year ended December 13, 1939, was $3,112.92 as com- 
pared with $1,220.62 for the preceding period, as shown by the following 
condensed comparative summary: 


i Year Ended Increase 
Particulars 


12/14/38 12/13/39 Decrease 


Income from— 


Dues $13,964.65 $14,500.92 $ 536.27 
Interest and dividends on investments 2,912.23 2,665.45 246.78 


Other sources (net) 33.60 205.53 239.13 


Total income $16,910.48 $16,960.84 $ 50.36 
Expenses— 
Administrative and other operating expenses $ 6,840.50 $ 6,244.97 $ 595.53 
Contribution to finance Higgs’ 
economic bibliography 1,333.33 1,333.33 
Reduction in carrying value of inventory of 
Economic Essays 713.57 713.57 
Publication expenses 15,881.71 15,672.96 208.75 
Publication income 8,365.68 8,783.58 417.90 


Total expenses $15,689.86 $13,847.92 $1,841.94 


Net income $ 1,220.62 $ 3,112.92 $1,892.30 


The increase in income from dues reflects the increase in the membership 
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of the Association during the period under review. The membership at the 
beginning and end of the period as reported by the Secretary was as follows: 


Classification Number of Members 
Members— 12/14/38 12/13/39 
Annual . 2,764 2,906 

2,824 2,966 


Interest on bonds owned was accounted for and dividends received on 
stocks were compared with amounts reported in published records of dividend 
disbursements. Interest coupons from April 1, 1938, through October 1, 1939, 
on $1,000.00 principal amount of Erie Railroad Company refunding and 
improvement 5% mortgage bonds of 1975 held by the Association are in default. 

A contribution of $1,333.33 was made in the preceding period toward the 
financing of Higgs’ economic bibliography. No similar contribution was made 
during the current year 

The decrease in administrative and other operating expenses is accounted for 
principally by a reduction in the clerical help in the office of the Secretary- 
Treasurer because there was no handbook published during the year 1939. 

During the year the remaining copies of Economic Essays were offered for 
sale at $1.00 per copy. The inventory price of the copies on hand was ac- 
cordingly reduced to $1.00 less an allowance for postage; the aggregate re- 
duction of $713.57 was charged to the current year’s income account. 

Net publication expense decreased $626.65 as shown by the following 
summary: 


Budgetary 
Particulars Fiscal Year Estimates 
1938 1939 for 1939 
Expenses— 
Printing of— 
Review $ 6,119.21 $ 6,494.67 $ 6,000.00 
Proceedings 1,234.10 1,785.91 
Handbook 1,118.84 * 
Editor’s honorarium 2,500.00 2,500.00 2,500.00 
Payments to contributors 1,435.65 1,453.50 1,600.00 
Editorial clerical salaries 2,990.00 3,032.10 3,300.00 
Other costs and expenses 483.91 406.78 400.00 
Total expenses $15,881.71 $15,672.96 $13,800.00 
Less— Income— 
Subscriptions, other than from members $ 5,973.74 $ 6,202.32 
Sales of copies 565.23 703.79 
Advertising 1,826.71 1,877.47 
Total income $ 8,365.68 $ 8,783.58 
Net publicatic n expens $ 7,516.03 $ 6,889.38 


* None issued in 1939 


Printing expenses for 1938 included a charge of $1,118.84 for publication of 
a handbook for which no corresponding charge was incurred in 1939. Other 


pt 
a 
| 
= 
Ca 
Re 
Inv 
Fu 
Re 
Inv 
Ac 
4 Un 
Me 
Fu 
Lif 
x Sur 
© 
th 
iq 
a suc 
ar 


of 
her 


Report of the Auditor 419 


printing costs increased as a result of the increase in the number of copies 
and pages printed. 

The Association issued the following publications during the years 1938 and 
1939: 


Quantity Number 
Printed of Pages 
1938 1939 1938 1939 
Review 4,500 4,600—4,700 966* 1,024* 
Proceedings 4,500 4,600 200 288 
Handboo 4,500 - 112 - 


* Including 16-page volume index. 


Financial Condition 


Condensed balance sheets of the Association at December 14, 1938, and 
December 13, 1939, are set forth in the following comparison: 


Assets 
Increase 
or 
12/14/38 12/13/39 Decrease 
Cash in bank $ 1,113.15 $ 4,042.50 $2,929.35 
Receivables, net 837.25 801.76 35.49 
Inventories 1,722.61 876.06 846.55 
Furniture, fixtures, etc., at cost 1,634.46 1,673.11 38.65 
Reserve for depreciation 1,273.58 1,324.29 50.71 
Investments, at cost— 
Bonds 20,180.95 20,039.57 141.38 
Stocks 38,302.20 41,155.95 2,853.75 
$62,517.04 $67,264.66 $4,747.62 
Liabilities 
Accounts payable g 75.59 $ 1,796.17 $1,720.58 
Unearned income 3,017.35 3,044.78 27.43 
Membership extension fund 3,436.17 3,322.86 113.31 
Fund for proposed permanent secretariat 35.00 35.00 
.ife memberships 3,725.00 3,700.00 25.00 
Surplus— 
Balance at beginning of period 50,632.31 52,227.93 1,595.62 
Net income for period 1,220.62 3,112.92 1,892.30 
Transfers from life memberships 375.00 25.00 350.00 


$62,517.04 $67,264.66 $4,747.62 


Cash in bank was reconciled with the balance confirmed direct to us by the 
depositary. 

We did not confirm the receivables of the Association by correspondence with 
the debtors. The reserve for doubtful accounts appears to be sufficient to cover 
such losses in collection as could be estimated at the time of our examination. 

The inventories of the Association include 497 copies of Economic Essays. 
During the year 2 copies were sold at the advertised price of $1.00 each. As 
a result of advertising, some copies were sold after December 13, 1939, but the 
realization of the inventory valuation appears doubtful. 
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The following securities were purchased and sold in 1939: 


Purchase or 
Selling Price 
Purchased— 
Centra! Illinois Electric and Gas Company, first mortgage bonds, 334%, 


due June 1, 1964, $2,000 principal amount $2,010.00 
Florida East Coast Railway Company, first mortgage bonds, 414%, due 
June 1, 1959, $1,000 principal amount 646.52 
Commonwealth Edison Company, common stock, 55 shares 1,525.51 
The Chesapeake and Ohio Railway Company, 4%, Series “A” preference 
stock, 15 shares 1,328.24 
$5,510.27 
Sales— 
Southern Pacific Company, 50 year bonds, 414%, due May 1, 1981, $1,000 
principal amount $ 499.32 
West Texas Utilities Company, first mortgage bonds, Series “A’’ 5%, due 
October 1, 1957, $2,000 principal amount 2,050.00 
The Procter and Gamble Company, scrip (received in 1939) 33.14 
Commonwealth Edison Company, rights (received in 1939) 8.25 


$2,590.71 


The investments of the Association were confirmed by correspondence with 
the State Bank and Trust Company of Evanston, Illinois, custodian for the 
Association. 

In so far as we could ascertain from the examination made, all liabilities of 
the Association at December 13, 1939, are reflected in the accompanying bal- 
ance sheet and the Secretary-Treasurer has represented that to the best of his 
knowledge and belief all liabilities were disclosed to us. We did not confirm 
the liabilities of the Association by correspondence with the creditors. 

We wish to express our appreciation of the courtesies and co-operation 
extended to our representatives during the course of the examination. 

Very truly yours, 
ARTHUR ANDERSEN AND COMPANY 
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EXHIBIT 1 
AMERICAN ECONOMIC ASSOCIATION 
BALANCE SHEET—DECEMBER 13, 1939 


Assets 
CURRENT ASSETS: 
Cash in State Bank and Trust 
Company, Evanston, Illinois $ 4,042.50 
Receivables— 
Interest accrued on bonds $ 212.34 
Membership dues 191.25 
Review advertising 473.49 
Publication sales 29.59 
Total receivables $ 906.67 
Less—Reserve for doubtful accounts 104.91 801.76 $ 4,844.26 
INVENTORIES: 
Economic Essays, at net selling price $ 482.09 
Cover stock, at cost 150.97 
Stamped envelopes, at cost 243.00 876.06 
INVESTMENTS, AT COST: 
Bonds (quoted price $17,925.00) $20,039.57 
Stocks (quoted price $43,604.38) 41,155.95 61,195.52 
FURNITURE, FIXTURES AND BOUND PERIODICALS, AT COST $ 1,673.11 
’ Less—Reserve for depreciation 1,324.29 348.82 
$67,264.66 
Liabilities 
+4 ACCOUNTS PAYABLE $ 1,796.17 
UNEARNED INCOME: 
Membership dues $ 587.21 
Subscriptions 2,457.57 3,044.78 
MEMBERSHIP EXTENSION FUND 3,322.86 
FUND FOR PROPOSED PERMANENT SECRETARIAT 35.00 
LIFE MEMBERS AND SURPLUS: 
Life memberships $ 3,700.00 
Surplus unappropriated— 
Balance, December 14, 1938 $52,227.93 
Net income for the period from 
December 15, 1938 to December 13, 
1939 (Exhibit 2) 3,112.92 
Transfer from life memberships 25.00 55,365.85  59.065.85 


$67,264.66 
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EXHIBIT 2 
AMERICAN ECONOMIC ASSOCIATION 
STATEMENT OF INCOME AND EXPENSES 


PERIOD FROM DECEMBER 15, 1938, TO DECEMBER 


Particulars 
INCOME FROM: 
Dues— 
Regular members 
Subscribing and contributing members 


Other sources— 
Income from investments 


Interest on bonds $ 978.79 
Dividends 1,781.52 
Total $ 2,760.31 
Less—Custodian’s fee 94.86 
Deduct—Net loss on sale of bonds, 


rights, etc. 


Income from sale of Economic Essays 


Total income 
EXPENSES: 

Administrative and other operating expenses— 
Secretary's salary $ 1,000.00 
Office salaries 3,116.00 
Postage 470.87 
Stationery and supplies 283.42 
Telephone and telegraph 61.22 
Insurance 200.00 
Exchange on checks 119.55 
Depreciation 136.71 
Annual meeting 150.61 
Executive committee expenses 242.81 
Other committee expenses 283.83 
American Council of Learned Societies—dues 65.00 
Auditing 50.00 
Miscellaneous 64.95 

Reduction in carrying value of inventory 


of Economic Essay 
Publication expenses 
Printing of 


Review $ 6,494.67 
Proceedings 1,785.91 
Editor’s honorariun 2,500.00 
Payments to contributors 1,453.50 
Editorial clerical salaries 3,032.10 
Editorial supplies and expenses 368.38 
Sundry publication expenses 38.40 
Total publication expenses $15,672.96 


Less—Publication inc 
Subscriptions, other than 


from members $6,202.32 
Sale of copies 703.79 
Advertising 1,877.47 8,783.58 


13, 1939 


$14,253.42 
247.50 


$ 2,665.45 


207.19 


$ 2,458.26 
1.66 


$ 6,244.97 


713.57 


6,889.38 


Total expenses 


Net income (Exhibit 1) 
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$14,500.92 
2,459.92 
$16,960.84 
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REPORT FROM THE SOCIAL SCIENCE RESEARCH COUNCIL 


During the preceding year the Council’s program in furtherance of research 
in the social sciences has involved undertakings with respect to research per- 
sonnel, research organization, research materials, research methods, and the 
advancement of scientific knowledge. 

The work in recruitment and maintenance of research personnel continues 
to be one of the outstandingly successful phases of the Council’s work. During 
the past year, it resulted in maintaining five predoctoral fellows in the second 
year of graduate study, sixteen fellows for predoctoral field training, and four 
postdoctoral research training fellows. It provided forty-one grants-in-aid to 
assist in the completion of research by mature scholars, and eight grants-in-aid 
limited to the southern area. These grants amounted to approximately $75,000, 
and similar aids have been assured through the year 1940-41. In this field, 
also, the Council has issued a directory of all the fellows who have been 
appointed by the Council since the beginning of its work and has set up a 
committee to examine problems of research training. 

The Council’s work with reference to research materials resulted in stimulat- 
ing the development and use of methods of reproduction other than print and 
the study of copyright law in relation to reproduction of materials, including a 
demonstration of the possibilities of publication on a sliding scale of prices 
according to the number of advance subscriptions and costs under different 
print or offset methods. The Committee on Research Materials continued 
preparation of a manual on the study of economic and social aspects of local 
history, developed plans and advised on the use of WPA labor in the im- 
provement of materials for research and studied areal problems of union cata- 
loging. 

Last year, as in the preceding year, the Council through its Committee on 
Problems and Policy directed particular study to the problem of the most 
effective organization of research in the United States and possibilities for 
helpful consultation between local social science research organizations. It 
began the exploration of methods and possibilities of various types of confer- 
ence procedure, such as progressive appraisal and planning conferences of 
small groups of persons highly qualified on specialized topics and also the 
somewhat larger standing conferences whose usefulness has been demonstrated 
by the Price Conference and the Conference on National Income of the Na- 
tional Bureau of Economic Research. 

In the field of research methods, the Council has continued the work of the 
special Committee on Appraisal designed to secure critical analyses of out- 
standing American studies in the social science field. Six appraisal essays have 
been prepared, and all-day conferences held on three of these. The documenta- 
tion and discussion of the first conference was published in August; it covered 
Thomas and Znaniecki’s The Polish Peasant in Europe and America. The ma- 
terials from the conference on F. C. Mills’ Behavior of Prices are now in 
process of publication. 

The Council now operates less extensively through operative projects than 
during its early years. Of three project fields in which it still operates one 
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is public administration; the other two are social security and economic 
stability. The social security project has produced studies on the co-ordination 
of the various social insurances in Great Britain and Germany: on problems and 
procedures of unemployment compensation; on trends, causes, and effects of 
labor turnover; and on seasonal variations in employment. It has completed 
for publication a study of old age security abroad and has issued mimeographed 
suggestions for research on relief, and an outline of policy questions on relief. 
The project in the field of economic stability has continued support of 4 
series of studies on credit and banking in relation to stability: under the 
auspices of the National Bureau of Economic Research, work was completed on 
a handbook of statistical data on urban residential real estate, and two pam- 
phlets on special phases of real estate financing were published by the Bureau. 

While the representation from the American Economic Association to the 
Council has been distinguished and in most cases active, it is by no means 
clear that the membership of the Association is adequately informed of the 
work of the Council or that the liaison between the two bodies is as fruitful 
as it might be. In the annual report of the chairman of the Problems and 
Policy Committee last September the following comment on this point was 
included: 

The matter of Council relations to the professional societies in the seven disciplines 
which we cover was discussed at some length in the June meeting of the Problems and 
Policy Committee. It was generally agreed that the professional societies as such had 
little knowledge of and apparently little interest in the work of the Council. The question 
was raised whether the situation could be remedied by the preparation of notes on current 
activities of the Council which would be inserted in the various journals or whether some 
particular means might be found to bring the results of our work before the’ attention of 
the societies at their annual meetings, either through special round tables or otherwise. 
Another possibility that was considered was the inclusion of the senior representative from 


each society as a member of the Program Committee of that association and/or the inviting 
of the chairman of the Program Committee to attend the spring Council meeting and dinner. 


These are merely tentative suggestions such as emerged in an informal ex- 
ploratory discussion. The Council would be happy if the American Economic 
Association through its Executive Committee should feel disposed to give 
consideration to the work being done by the Council. It would welcome any 
suggestions which the Association might wish to advance with a view to 
making Council efforts and expenditures more fruitful and effective. 

Respectfully submitted, 


Epwin G. Nourse 
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AMERICAN ECONOMIC ASSOCIATION 


FIRST SERIES 


Numbers starred are sold only with the sets; the supply of those double starred is 
exhausted. For information apply to the Secretary. 


Volume I, 1886 
Price in paper 
Report of Organization of the American Economic Association. Pp. 46. $ .50 
**Relation of the Modern Municipality to the Gas Supply. By E. J. James. 

Pp. 66. 75 
Co-operation in a Western City. By Albert Shaw. Pp. 106. .75 
** Co-operation in New England. By E. W. Bemis. Pp. 136. Be 
** Relation of the State to Industrial Action. By H. C. Adams. Pp. 85. an 


Volume II, 1887 


Three Phases of Co-operation in the West. By Amos G. Warner. Pp. 119. 
Historical Sketch of the Finances of Pennsylvania. By T. K. Worthington. Pp. 
i106. 
3. The Railway Question. By Edmund J. James. Pp. 68. 
. **Early History of the English Woolen Industry. By W. J. Ashley. Pp. 85 
** Medieval Guilds of England. By E. R. A. Seligman. Pp. 113. 


Relation of Modern Municipalities to Quasi-Public Works. By H. C. Adams 
and others. Pp. 87. 


Volume III, 1888 


Statistics in College, by C. D. Wright; Sociology and Political Eccnomy, F. H. 

_ Giddings; The Legal-Tender Decisions, by E. J. James. Pp. 80. .75 
Capital and Its Earnings. By John B. Clark. Pp. 69. .73 
The Manual Laboring Class, by F. A. Walker; Mine Labor in the Hocking Valley, 

by E. W. Bemis; Report of the Second Annual Meeting. Pp. 86. 75 
4-5. ** Statistics and Economics. By Richmond Mayo-Smith. Pp. 127. 1.00 
6. The Stability of Prices. By Simon N. Patten. Pp. 64. .75 
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Volume IV, 1889 


1. Contributions to the Wages Question: The Theory of Wages, by Stuart Wood; 
Possibility of a Scientific Law of Wages, by J. B. Clark. Pp. 69. 

Socialism in England. By Sidney Webb. Pp. 73. 

Road Legislation for the American State. By J. W. Jenks. Pp. 83. 

Third Annual Meeting: Report of the Proceedings. Pp. 123. 

** Malthus and Ricardo, by S. N. Patten; The Study of Statistics, by D. R. 
Dewey; Analysis in Political Economy, by W. W. Folwell. Pp. 69. 

6. An Honest Dollar. By E. Benjamin Andrews. Pp. 50. 
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Volume V, 1890 


1. The Industrial Transition in Japan. By Yeijiro Ono. Pp. 122. 

2. Two Essays on Child-Labor. By W. F. Willoughby and Clare de Graffenried. 
Pp. 150 

3-4. Papers or. che Canal Question. By E. J. James and L. M. Haupt. Pp. 85. 

5. History of the New York Property Tax. By J. C. Schwab. Pp. 108. 

6. Educational Value of Political Economy. By S. N. Patten. Pp. 36. 


Volume VI, 1891 


1-2. Fourth Annual Meeting: Reports, Papers, Discussions. 

3. Government Forestry. Papers by Pinchot, Bowers, and Fernow. Pp. 102. 
4-5. Municipal Ownership of Gas in the U.S. By E. W. Bemis. Pp. 185. 

6. State Railroad Commissions. By F. C. Clark. Pp. 110. 


Volume VII, 1892 


1. ** The Silver Situation in the United States. By F. W. Taussig. Pp. 118. 

2-3. **Shifting and Incidence of Taxation. By E. R. A. Seligman. Pp. 424 (Re- 
vised. ) 

4-5. Sinking Funds. By Edward A. Ross. Pp. 106. 

6. The Reciprocity Treaty with Canada of 1854. By F. E. Haynes. Pp. 70. 


Volume VIII, 1893 


Fifth Annual Meeting: Report of the Proceedings. Pp. 130. 
3. Housing of the Poor in American Cities. By M. T. Reynolds. Pp. 132. 
5. Public Assistance of the Poor in France. By E. G. Balch. Pp. 180. 
First Stages of the Tariff Policy of the U.S. By William Hill. Pp. 162. 


Volume IX, 1894 
Sixth Annual Meeting: Handbook and Report. Pp. 73. 


1-2, ** Progressive Taxation in Theory and Practice. By Edwin R. A. Seligman. 


Pp. 222. (See 1908, No. 4.) 

3, ** The Theory of Transportation. By C. H. Cooley. Pp. 148. 

4. Sir William Petty. By Wilson Lloyd Bevan. Pp. 102. 

5-6. Papers on Labor Problems. By J. B. Clark, C. D. Wright, D. R. Dewey, A. T. 
Hadley, and J. G. Brooks. Pp. 94. 


Volume X, 1895 
Seventh Annual Meeting: Handbook and Report. Pp. 138. 


-3, ** The Canadian Banking System, 1817-1890. By R. M. Breckenridge. Pp. 478. 


1 
4. Poor Laws of Massachusetts and New York. By John Cummings. Pp. 136. 
5 


-6. Letters of Ricardo to McCulloch, 1816-1823. Edited by J. H. Hollander. Pp. 


204. (In cloth, only.) 


Volume XI, 1896 


1-3, ** Race Traits and Tendencies of the American Negro. By F. L. Hoffman. 


Pp. 330. 
4. Appreciation and Interest. By Irving Fisher. Pp. 110. 
* General Index to Volumes I-XI. (1886-1896.) 


* 


noe 


$.75 
75 
75 I 
75 
1.00 
75 5-6. 
1.00 
1.00 
75 
1.00 
75 
1.00 
75 
6. 
75 
20 ' 
1.00 
1. 75 
2- 1.00 
4- 1.00 : 
6. 1.00 
1.00 
75 
75 
75 
1.50 
75 2. 
in 
1.25 lar 
7 
25 


weow 


25 
25 


Publications of the American Economic Association 


ECONOMIC STUDIES 
($2.50 per volume) 


Volume I, 1896 


Eighth Annual Meeting: Handbook and Report. Pp. 178. $ 

1. The Theory of Economic Progress, by J. B. Clark; The Relation of Changes in 
the Volume of the Currency to Prosperity, by F. A. Walker. Pp. 46. 

2. The Adjustment of Wages to Efficiency. Three Papers: Gain Sharing, by H. R. 
Towne; The Premium Plan, by F. A. Halsey; A Piece-Rate System, by F. W. 
Taylor. Pp. 83. 

3 ** The Populist Movement. By Frank L. McVey. Pp. 81. 

4. The Present Monetary Situation. By W. Lexis; translated by John Cummings. 
Pp. 72. 

5-6. The ae Railway Problem in Cleveland. By W. R. Hopkins. Pp. 94. 


Volume II, 1897 


Ninth Annual Meeting: Handbook and Report. Pp. 162. 

Economics and Jurisprudence. By Henry C. Adams. Pp. 48. 

The Saloon Question in Chicago. By John E. George. Pp. 62. 

The General Property Tax in California. By C. C. Plehn. Pp. 88. 

Area and Population of the United States at the Eleventh Census. By W. F. Will- 

cox. Pp. 60. 

Sx Decusion Concerning the Currencies of the British Plantations in America, 
etc. By William Douglass. Edited by C. J. Bullock. Pp. 228. 

6. Density and Distribution of Population in the United States at the Eleventh Census. 
By W. F. Willcox. Pp. 79. 


mw 


Volume III, 1898 


Tenth Annual Meeting: Handbook and Report. Pp. 136. 

Government by Injunction. By William H. Dunbar. Pp. 44. 

Economic Aspects of Railroad Receiverships. By H. H. Swain. Pp. 118. 

The Ohio Tax Inquisitor Law. By T. N. Carver. Pp. 50. 

The American Federation of Labor. By Morton A. Aldrich. Pp. 54. 

Housing of the Working People in Yonkers. By E. L. Bogart, Pp. 82. 

The State Purchase of Railways in Switzerland. By Horace Michelie; translated 
by John Cummings. Pp. 72. 


Volume IV, 1899 


Eleventh Annual Meeting: Handbook and Report. Pp. 126. 
I. Economics and Politics. By A. T. Hadley. II. Report on Currency Reform. 
III. Report on the Twelfth Census. Pp. 70. 
Personal Competition. By Charles H. Cooley. Pp. 104. 
Economics as a School Study. By F. R. Clow. Pp. 72. 
The English Income Tax. By J. A. Hill. Pp. 162. 
** Effects of Recent Changes in Monetary Standards upon the Distribution of 
Wealth. By F. S. Kinder. Pp. 91. 


pwn 


NEW SERIES 


1. ** The Cotton Industry. By M. B. Hammond. Pp. 382. 
2. Scope and Method of the Twelfth Census. Critical discussion by over twenty sta- 
tistical experts. Pp. 625. 


THIRD SERIES 


Note—During 1896-1899 the Association issued its publication in two series, viz., the 
bimonthly Economic Studies, and the "New Series” of larger monographs printed at irregu- 
lar intervals. In 1900 it reverted to the policy of issuing its monographs, now called the 


“Third Series” of the publications at quarterly intervals, 
Price per volume, $4.00. 
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AYN 
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Volume I, 1900 


Twelfth Annual Meeting: Papers on Economic Theory and Political Morality; 
Trusts; Railroad Problems; Public Finance; Consumers’ League; Twelfth 


Census. Pp. 186. $1 
The End of Villeinage in England. By T. W. Page. Pp. 99. 1 
Essays in Colonial Finance. By Members of the Association. Pp. 303. 1 
** Currency and Banking in the Province of Massachusetts Bay. By A. McF. Davis. 

Part I: Currency. Pp. 464 + 91 photogravure plates. 1 


Volume II, 1901 


** Thirteenth Annual Meeting: Papers on Competition; Commercial Education; 
Economic Theory; Taxation of Quasi-public Corporations; Municipal Ac- 
counts. Pp. 300. 


1.25 
Currency and Banking. By A. McF. Davis. Part II: Banking. Pp. 341 + 18 


photogravure plates. 1. 


75 
** Theory of Value before Adam Smith. By Hannah R. Sewall. Pp. 132. 1.00 
Administration of City Finances in the U.S. By F. R. Clow. Pp. 144. 1.00 


Volume III, 1902 


Fourteenth Annual Meeting: Papers on International Trade; Industrial Policy; 
Public Finance; Protective Tariff; Negro Problem; Arbitration of Labor 
Disputes in Coal Mining Industry; Porto Rican Finance; Economic History. 
Pp. 400. 


1.50 
** The Negro in Africa and America. By Joseph A. Tillinghast. Pp. 240. 1.25 
Taxation in New Hampshire. By M. H. Robinson. Pp. 232. 1.25 
** Rent in Modern Economic Theory. By Alvin S. Johnson. Pp. 136. 15 
Volume IV, 1903 
Fifteenth Annual Meeting: Papers and Discussions on Economic and Social Prog- 
ress; Trade Unions and the Open Shop; Railway Regulation; Theory of 
Wages; Theory of Rent; Oriental Currency Problem Pp. 298. 1.25 
Ethnic Factors in the Population of Boston. By F. A. Bushee. Pp. 171. 1.00 


History of Contract Labor in the Hawaiian Islands. By Katharine Coman. Pp. 74. .75 


** The Income Tax in the Commonwealth of the United States. By Delos O. Kins- 


man, Pp. 134. 1.00 


Volume V, 1904 


Sixteenth Annual Meeting. Papers and Proceedings published in two parts. 
Part I—Papers and Discussions on Southern Agricultural and Industrial Problems; 
Social Aspects of Economic Law; Relations between Rent and Interest. 


Pp. 240. 1.00 


Part I1I—Papers and Discussions on The Management of the Surplus Reserve; 
Theory of Loan Credit in Relation to Corporation Economics; State Taxation 


of Interstate Commerce: Trusts; Theory of Social Causation. Pp. 203. 1.00 


Monopolistic Combinations in the German Coal Industry. By Francis Walker. 


Pp. 340. 
** The Influence of Farm Machinery on Production and Labor. By Hadley Win- ‘s 


field Quaintance. Pp. 110. 


Volume VI, 1905 
Seventeenth Annual Meeting. Papers and Proceedings published in two parts. 


Part I—Papers and Discussions on the Doctrine of Free Trade; Theory of Prices; - 


Theory of Money; Open Shop or Closed Shop. Pp. 226. ; 
Part II—Papers and Discussions on Government Interference with Industrial 
Combinations; Regulation of Railway Rates; Taxation of Railways; Preferen- 


tial Tariffs and Reciprocity; Inclosure Movement; Economic History of - 


the United States. Pp. 270. 


** The History and Theory of Shipping Subsidies. By R. Meeker. Pp. 230. 1.00 
Factory Legislation in the State of New York. By F. R. Fairchild. Pp. 218. 1.00 
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Volume VII, 1906 


1, Eighteenth Annual Meeting: Papers and Discussions on The Love of Wealth and 
the Public Service; Theory of Distribution; Government Regulation of Rail- 
way Rates; Municipal Ownership; Labor Disputes; The Economic Future of 
the Negro. Pp. 325. $1.00 

>. Railroad Rate Control. By H. S. Smalley. Pp. 147 1.00 

3. On Collective Phenomena and the Scientific Value of Statistical Data. By E. G. F. 
Gryzanovski. Pp. 48. 9 

Handbook of the Association, 1906. Pp. 48. 2 

4. The Taxation of the Gross Receipts of Railways in Wisconsin. By G. E. Snider. 

Pp. 138. 1.00 
Volume VIII, 1907 


1. Nineteenth Annual Meeting: Papers and Discussions on Modern Standards of 
Business Honor; Wages as Determined by Arbitration; Commercial Edu- 
cation; Money and Banking; Western Civilization and Birth Rate; Economic 
History; Government Regulation of Insurance; Trusts and Tariff; Child 


Labor. Pp. 268. 1.00 

2. Historical Sketch of the Finances and Financial Policy of Massachusetts from 1780 
to 1905. By C. J. Bullock. Pp. 144. 1.00 
Handbook of the Association, 1907. Pp. 50. 25 
3. The Labor Legislation of Connecticut. By Alba M. Edwards. Pp. 322. 1.00 
4. The Growth of Large Fortunes. By G. P. Watkins. Pp. 170. 1.00 


Volume IX, 1908 


Handbook of the Association, 1908. Pp. 49. .25 

1. Twentieth Annual Meeting: Papers and Discussions on Principles of Government 
Control of Business; Are Savings Income; Agricultural Economics; Money 

and Banking; Agreements in Political Economy; Labor Legislation; Relation 

of the Federal Treasury to the Money Market; Public Service Commissions. 


Pp. 311. 1.25 
2. Chicago Traction. By R. E. Heilman. Pp. 131. 1.00 
3. Factory Legislation of Rhode Island. By J. K. Towles. Pp. 119. 1.00 
4, ** Progressive Taxation in Theory and Practice. Revised Edition. By E. R. A. 


Seligman. Pp. 334. 1.25 
Volume X, 1909 


1. Twenty-first Annual Meeting: Papers and Discussions on The Making of Economic 
Literature; Collective Bargaining; Round Table on Accounting; Labor Legis- 
lation; Employers’ Liability; Canadian Industrial-Disputes Act; Modern In- 
dustry and Family Life; Agricultural Economics; Transportation; Revision 
of the Tariff; A Central Bank; The National Monetary Commission; Cap- 


italization of Public Service Corporations in Massachusetts. Pp. 432. 1.50 
2. Handbook of the Association, 1909. Pp. 59. 25 
3, ** The Printers. By George E. Barnett. Pp. 379. 1.50 
4. Life Insurance Reform in New York. By W. H. Price. Pp. 95. BT ie 

Volume XI, 1910 

1. Twenty-second Annual Meeting: Papers and Discussions on History of the Asso- 

ciation; Observation in Economics; Economic Dynamics; Theory of Wages; 

Country Life; Valuation of Public Service Corporations; Trusts; Taxation. 

Pp. 386. 1.50 
2. ** Handbook of the Association, 1910. Pp. 79. 25 
3. The Child Labor Policy of New Jersey. By A. S. Field. Pp. 229. 1.25 
4. The American Silk Industry and the Tariff. By F. R. Mason. Pp. 178. 1.00 


THE ECONOMIC BULLETIN 


Published quarterly in 1908, 1909, and 1910, and containing personal notes, news of 
the economic world, announcements of special lines of investigation, and a classified and 
annotated bibliography of the current books and articles on economic subjects. 
Volume I, 1908. Four numbers. $2.00; each .60 
Volume II, 1909. Four numbers. $2.00; each .60 
Volume III, 1910. Four numbers. $2.00; each .60 
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FOURTH SERIES 
Subscriptions by nonmembers, libraries, etc., $5.00 a year. 


Volume I, 1911 


The American Economic Review, ** March, June, September, and December; each, $1.00 


Twenty-third Annual Meeting 
Papers and Discussions on the Significance of a Comprehensive System 
of Education; Money and Prices; The Ricardo Centenary; Accounting; Canals 
and Railways; Population and Immigration; Labor Legislation; Taxation; 
A Definition of Socialism; Competition in the Fur Trade. Pp. 388. 

** Handbook of the Association, 1911. 


Volume II, 1912 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Twenty-fourth Annual Meeting: 
Papers and Proceedings. The Economic Utilization of History; Tariff Legis- 
lation; The Federal Budget; Rural Conditions; Selection of Population by 
Migration; The Price Concept; An International Commission on the Cost 
of Living; Industrial Efficiency. Pp. 146. 


Volume III, 1913 


The American Economic Review, March, June, ** September, and ** December; each, 
Supplement.—Twenty-fifth Annual Meeting: 
Papers and Proceedings. Population or Prosperity; The Rising Cost of Living 
—Standardizing the Dollar; Banking Reform; Theories of Distribution; 
Farm Management; Governmental Price Regulation. Pp. 155. 
Supplement.—Handbook of the Association, 1913. 


Volume IV, 1914 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Twenty-sixth Annual Meeting: 
Papers and Proceedings. The Increasing Governmental Control of Economic 
Life; The Control of Public Utilities; Railroad Rate Making; Syndicalism; 
Trust Decisions and Business. Pp. 211. 

Supplement—Handbook of the Association, 1914. 


Volume V, 1915 


The American Economic Review, March, June, September, and ** December; each, 
Supplement.—Twenty-seventh Annual Meeting: 
Papers and Proceedings. Economics and the Law; Regulation of the Stock 
Exchanges; Market Distribution; Statistical Work of the United States 
Government: Relation of Education to Industrial Efficiency; The Effect of 
Income and Inheritance Taxes on the Distribution of Wealth; Public Regu- 
lation of Wages. Pp. 323 


Volume VI, 1916 


The American Economic Review, ** March, ** June, September, and ** ee 
each, 
** Supplement.—Twenty-eighth Annual Meeting: 
Papers and Proceedings. The Apportionment of Representatives; Effect of 
the War on Foreign Trade; Budget Making and the Increased Cost of 
Government; Economic Costs of War; Economic Theorizing and Scientific 
Progress; The Réle of Money in Economic Theory; Price Maintenance; 
Investment of Foreign Capital. Pp. 248. 
Supplement.—Handbook of the Association, 1916. 


Volume VII, 1917 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Twenty-ninth Annual Meeting: 
Papers <.id Proceedings. The National Point of View in Economics; Landed 
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Property; Two Dimensions of Economic Productivity; Some Social Surveys 

in Iowa; The Land Problem and Rural Welfare; The Federal Farm Loan 

Act; Statistics of the Concentration of Wealth; Gold Supply at the Close 

of the War; Loans and Taxes in War Finance; Problems of Population 

after the War; Some Phases of the Minimum Wage. Pp. 275. $1.25 
) Supplement.—Index to the Publications, 1886-1910. 35 


Volume VIII, 1918 


The American Economic Review, March, June, September, and ** December; each, 1.25 
Supplement.—Thirtieth Annual Meeting: 
Papers and Proceedings. Economic Reconstruction; Federal Taxes upon In- 
come and Excess Profits; Land Utilization and Colonization; Federal Valua- 
tion of Railroads; Co-ordination of Employment Bureaus; Control of the 


) Acquisition of Wealth; Motives in Economic Life; Price-Fixing; Problems 
of Governmental Efficiency; Economic Alliances and Tariff Adjustments. 
Pp. 317. 1.25 
Volume IX, 1919 
5 The American Economic Review, ** March, June, September, and December; each, 1.25 


** Supplement.—Thirty-first Annual Meeting: 
Papers and Proceedings. Economists in Public Service; Interest on Investment 
a Manufacturing Cost Factor; Control of Marketing Methods and Costs; 
War and the Supply of Capital; War and the Rate of Interest ; Index of the 
Cost of Living; Securing the Initiative of the Workman; A Legal Dismissal 
Wage; After-War Gold Policies; Foreign Exchange; Stabilizing the Dollar; 
Tenancy of Landed Property; Price-Fixing; Economic Theory in an Era of 
Readjustment; Psychology and Economics; The Open Door and Colonial 
Policy; Reports of Committees on Foreign Trade and Purchasing Power of 
Money. Pp. 368. 1.25 
** Supplement No. aan of the Committee on War Finance. Pp. 142. 50 
; Supplement No. 3.—Handbook of the Association, 1919. 75 


Volume X, 1920 


; The American Economic Review, ** March, June, September, and December; each, 1.25 
; ** Supplement.—Thirty-second Annual Meeting: 
Papers and Proceedings. Excess Profits Taxation; Germany's Reparation Pay- 
ments; International Supervision over Foreign Investments; Results of a 
Balanced Industrial System; Employee’s Representation in Management of 
5 Industry; Prices and Reconstruction; Banking Policy and Prices; Large- 
Scale Marketing; Reports of Committees on Foreign Trade, Co-ordination 
in Taxation, Census Advisory Committee. Pp. 278. 1.25 
Supplement No. 2.—Taxation of Excess Profits in Great Britain. Pp. 244 2.50 


Volume XI, 1921 


The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—Thirty-third Annual Meeting: 
Papers and Proceedings. The Railroad Situation; Our Foreign Trade Balance; 
; Problems of the Bituminous Coal Industry; Traditional Economic Theory; 
Non-Euclidean Economics; Federal Taxation of Profits and Income; Teach- 
. ing of Elementary Economics. Pp. 194. 1.25 
Supplement No. 2.—Karelsen Prize Essays, on What Can a Man Afford? Pp. 118. 1.00 


Volume XII, 1922 


The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—Thirty-fourth Annual Meeting: 
Papers and Proceedings. Business Cycles; American Trade Unionism; The 
Railroads; Workmen's Compensation; Federation in Central America; 
Teaching of Elementary Economics; The Chain Store Grocer; Economics 
and Ethics. Pp. 194, 4.23 
Supplement No. 2.—Handbook of the Association, 1922. 1.50 
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Volume XIII, 1923 


The American Economic Review, March, June, September, and December; each, $1.25 


Supplement.—Thirty-fifth Annual Meeting: 
Papers and Proceedings. Trend of Prices; Trend of Rate of Interest and 
Investment; Outlook for Wages and Employment; Overhead Costs; Com. 
mercial Rent and Profits; Labor Turnover; Factors in Wage Determinations; 
Income of Farmers; Large-Scale Production and Merchandising; Marketing 
Farm Products; Bureaus of Business Research. Pp. 293 


Yolume XIV, 1924 


The American Economic Review, ** March, ** June, September, and December; each, 

Supplement.—Thirty-sixth Annual Meeting: 
Papers and Proceedings. International Trade and Commercial Policy; Rail- 
road Consolidation; Economic Theory; Transportation; American Foreign 
Trade; Marketing. Pp. 192. 

Supplement No. 2.—Handbook of the Association, 1924. 


Volume XV, 1925 


The American Economic Review, March, June, September, and December; each 

Supplement.—Thirty-seventh Annual Meeting: 
Papers and Proceedings. The Economics of Advertising; Problems of Eco- 
nomic Theory; Transportation; Marketing; Giant Power; The Teaching of 
Business and Economics; Business Administration; Monetary Stabilization; 
Foreign Service Training; Highway Economics; Psychological Problems of 
Industry. Pp. 165. 

** Supplement No. 2.—Babson Prize Essay, on Forecasting the Price of Hogs. Pp. 22. 


Volume XVI, 1926 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Thirty-eighth Annual Meeting: 
Papers and Proceedings. Movement of Real Wages; Teaching of Economics; 
Consuming Power of Labor and Business Fluctuations; Economic Problems 
Involved in the Payment of International Debts; Economics and Geography; 
Agriculture in our National Policy; Tariff Making; Trade Assocations; 
Theory of Wages; Reducing the Costs of Marketing; Topics in Economic 
History; Railway Problems; Land Economics; Federal Reserve Policies. 
Pp. 353. 

Supplement No. 2.—Handbook of the Association, 1926. 


Volume XVII, 1927 


The American Economic Review, March, June, September, and December; each, 

** Supplement.—Thirty-ninth Annual Meeting: 
Papers and Proceedings. Economics of Prohibition; Economic History; Use 
of the Quantitative Method in the Study of Economic Theory; Present-Day 
Corporation Problems; American Practices Analogous to Foreign Controls 
over Raw Materials; Marketing; Interest Theory and Price Movements; 
Problem of Effective Public Utility Regulation; Immigration Restriction— 
Economic Results and Prospects; Family Budgets; Motor Transportation in 
the United States. Pp. 218. 

Supplement No. 2.—Report of the Dinner in Honor of Professor John Bates Clark. 
Pp. 18. 


Volume XVIII, 1928 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Fortieth Annual Meeting: 
Papers and Proceedings. Land Economics; Marketing; Present Status and 
Future Prospects of Quantitative Economics; Post-War Fluctuations of Com- 
modity Prices; Relationship between Departments of Economics and Col- 
legiate Schools of Business; Economic History; Simplification of the Federal 
Income Tax; Economic Significance of the Increased Efficiency of American 
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Industry; An Approach to the Law of Production and Its Relation to the 

Welfare of the Wage-Earner; Meaning of Valuation; Railroad Valuation 

with Special Reference to the O'Fallon Decision; Interest Rates as Factors in 

the Business Cycle; Should the Debt Settlements Be Revised; An Examina- 

tion of the Reasons for Revision of the Debt Settlements. Pp. 305. $1.25 
Supplement No. 2.—Handbook of the Association, 1928. 2.00 


Volume XIX, 1929 


The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—Forty-first Annual Meeting: 
Papers and Proceedings. Market Shifts, Price Movements, and Employment; 
Some Observations on Unemployment Insurance; Marketing; Land Eco- 
nomics; Law and Economics; Price Stabilization; London and the Trade 
Cycle; Federal Reserve Policy and Brokers’ Loans; Central Planning of Pro- 
duction in Soviet Russia; International Differences in the Labor Movement; 
Tariff Making in the United States; Economic History; Locality Distribution 
of Industries; Regulation of Electric Light and Power Utilities; An Inductive 
Study of Publicly Owned and Operated vs. Privately Owned but Regulated 
Public Utilities; Regulation of the Common Carrier; Commercial Motor 
Vehicle and the Public. Pp. 284. 1.25 


Volume XX, 1930 


The American Economic Review, March, June, September, and December; each, 1.25 

Supplement.—Forty-second Annual Meeting: 
Papers and Proceedings. Economic History; Public Works Plan and Unem- 
ployment; Theory of Economic Dynamics as Related to Industrial Instability ; 
Chief Economic Problems of Mexico; Reparations Settlement and the Inter- 
national Flow of Capital; Federal Reserve Board—lIts Problems and Policy; 
Economic and Social Consequences of Mechanization in Agriculture and 
Industry. Pp. 214. 1.25 


Volume XXI, 1931 


The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—Forty-third Annual Meeting: 
Papers and Proceedings. Decline of Laissez Faire; Small Loan Business; So- 
cial and Economic Aspects of Chain Stores; Russian Economic Situation; 
Trustification and Economic Theory; Persistence of the Merger Movement; 
Program of the Federal Farm Board; Social Implications of Restriction of 
Agricultural Output; Land Economics and Real Estate; Institutionalism— 
What It Is and What It Hopes to Become; An Approach to World Econom- 
ics; International Industrial Relations—Migration of Enterprise and Policies 
Affecting It; World-Wide Depression of 1930; Present Depression—A 
Tentative Diagnosis; Power and Propaganda; Failure of Electric Light and 
Power Regulation and Some Proposed Remedies. Pp. 302. 1.25 
Supplement No. 2.—Handbook of the Association, 1931. 2.00 


Volume XXII, 1932 


The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—Forty-fourth Annual Meeting: 
Papers and Proceedings. Private Enterprise in Economic History; Shorter 
Working Time and Unemployment; Quantitative Economics ; Theory of Tech- 
nological Progress and the Dislocation of Employment; Measurement of Pro- 
ductivity Changes and the. Displacement of Labor; Stabilization of Business 
and Employment; Principle of Planning and the Institution of Laissez Faire; 
Institutional Economics; Elasticity of Demand as a Useful Marketing Con- 
cept; Investments of Life Insurance Companies; Real Estate in the Business 
Cycle; Investments and National Policy of the United States in Latin Amer- 
ica; Recent Changes in the Character of Bank Liabilities and the Problem of 
Bank Reserves; Bank Failures in the United States; Transportation by Rail 
and Otherwise; Our Changing Transportation System. Pp. 306. 1.25 
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Volume XXIII, 1933 


The American Economic Review, March, June, September, and December; each, $1.5 The J 
Supplement.—Forty-fifth Annual Meeting: Suppl 

Papers and Proceedings. Rise of Monopoly in the United States; Record of 

Insurance in the Depression; Some Theoretical Aspects of Unemployment 

Reserves; The Economics of Unemployment Relief; American Economic 

Thought; Formation of Capital: Measurement and Relation to Economic In- 

stability; Size of Business Unit as a Factor in Efficiency of Marketing: Re- 

serve Bank Policy and Economic Planning; Federal Reserve Policy in World 

Monetary Chaos; Tariff Reform: The Case for Bargaining; Speculation in 

Suburban Lands; Real Estate Speculation and the Depression. Pp. 206. 1.25 
Supplement No. 2.—Handbook of the Association, 1933. 2.00 


Volume XXIV, 1934 


The American Economic Review, March, June, September, and December; each, 1,25 
** Supplement.—Forty-sixth Annual Meeting: 
Papers and Proceedings. The History of Recovery; Public Utilities in the 
Depression; Imperfect Competition; Fundamentals of a National Transpor- 
tation Policy; Correlation of Rail and Highway Transportation; Marketing 
under Recovery Legislation; Economics of the Recovery Act; Measurement 
of Unemployment; Controlled Inflation; Banking Act of 1933—An Ap- 
praisal ; Some Statistics on the Gold Situation; The Problem of Tax Delin- 
quency ; The Problem of Expanding Governmental Activities ; The Economics 
of Public Works. Pp. 224. 1.25 


Volume XXV, 1935 


The American Economic Review, March, June, September, and December; each, 1.25 
Supplement.—Forty-seventh Annual Meeting: The J 
Papers and Proceedings. NRA Examined; Rate-making Problems of TVA; Supple 
New Deal and the Teaching of Economics; Paths of Economic Change; 
Business Enterprise and the Organization of Production; Changes in the 
Character, Structure, and Conditions of Production; International Aspects of 
Problems of Production and Trade; International Movements of Capital; Our 
Commercial Banking System; Aspects of Co-ordination and Finance; Some 
Lessons Drawn from European Experience; Nationalism; Security Regulation 
and Speculation; Monetary Stabilization from an International Point of View; 
Monetary Stabilization from a National Point of View; Decentralization of 
Population and Industry; Co-ordination of State and Local Finance; Relief Supple 
Aspects of the New Deal; Unified Program for the Unemployed. Pp. 240. 1.25 


Volume XXVI, 1936 The / 
x Supple 


~ 


The American Economic Review, March, June, September, and December; each, 

Supplement.—Forty-eighth Annual Meeting: 
Papers and Proceedings. Some Distinguishing Characteristics of the Current 
Recovery; Price Theories and Market Realities; Notes on Inflexible Prices; 
Effect of the Depression upon Earnings and Prices of Regulated and Non- 
regulated Industries; Size of Plants in Its Relation to Price Control and Price 
Flexibility; Requisites of Free Competition; Monopolistic Competition and 
Public Policy; Banking Act of 1935; Recent Legislation and the Banking 
Situation; Economic Aspects of an Integrated Social Security Program; 
Capital Formation; Trade Agreements Program and American Agriculture; 
Founding and Early History of the American Econc ‘~ Association; Devel- 
opments in Economic Theory; Federal Revenue A * 1935; Relations 
between Federal, State, and Local Finances; Equalizat: “ Local Govern- 
ment Resources; Adjustment to Instability; Transportativ., Problems; Fifty 
Years’ Developments in Ideas of Human Nature and Motivation; Institu- 
tional Economics; Place of Marginal Economics in a Collectivist System; 
Problem of Prices and Valuation in the Soviet System; Effects of New Deal 
Legislation on Industrial Relations; Report of the Fiftieth Anniversary 
Dinner. Pp. 350. 

Supplement No. 2.—Handbook of the Association, 1936. 
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Volume XXVII, 1937 


Papers and Proceedings. Economic Interdependence, Present and Future; 
Quantitative and Qualitative Changes in International Trade During the 
Depression; Current Tendencies in Commercial Policy; Trade Problem 
of the Pacific; Analysis of the Nature of American Public Debts; Limits to 
Possible Debt Burdens, Federal, State, and Local; Debt Retirement and the 
Budget; United States Debt—Distribution among Holders and Present 
Status; Federal-State Unemployment Compensation Provisions of the Social 
Security Act; Unemployment Relief and Insurance; Economic Problems 
Arising from Social Security Taxes and Reserves; The Situation of Gold 
Today in Relation to World Currencies; Mechanisms and Objectives 
for the Control of Exchange; The Adequacy of Existing Currency Mech- 
anisms Under Circumstances; Present Situation of Inadequate 
Housing; Financing of Housing; Some Economic Implications of Modern 
Housing; Managed Currency; A Critique of Federal Personnel Poli- 
cies as Applied to Professional Social Science Positions; New Oppor- 
tunities for Economists and Statisticians in Federal Employment; Govern- 
ment Employment as a Professional Career in Economics; Indicia of Re- 
covery; Housing and Housing Research; Distribution of Purchasing Power 
and Business Fluctuations; Forecast of Power Development; The Possibility 
of a Scientific Electrical Rate System; Co-ordination of Public and Private 
Power Interests in European Countries; Recent Developments in the Theory 
of Speculation; Control of Speculation under the Securities Exchange Act; 
Unorganized Speculation: the Possibility of Control. Pp. 333. 


Volume XXVIII, 1938 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Fiftieth Annual Meeting: 


Papers and Proceedings. The Significance of Marxian Economics for Present- 
day Economic Theory; The Significance of Marxian Economics for Cur- 
rent Trends of Governmental Policy; The Rate of Interest; Security Markets 
and the Investment Process; Relation of Price Policy to Fluctuations of 
Investment; General Interest Theory; Rate of Interest; Security Regulation; 
Corporate Price Policies; Fiscal Policies; Rate of Consumption; Wage Rates ; 
Social Security Program; Rate of Consumption; Durable Consumers Goods; 
Wage Policies. Pp. 192. 


Supplement.—Handbook of the Association, 1938. 


Volume XXIX, 1939 


The American Economic Review, March, June, September, and December; each, 
Supplement.—Fifty-first Annual Meeting: 


Papers and Proceedings. Problem of Industrial Growth in a Mature Economy ; 
Effects of Current and Prospective Technological Developments upon Capital 
Formation; Public Investment in the United States; Expansion and Contrac- 
tion in the American Economy; Effect of Industrial and Technological De- 
velopments upon Demand for Capital; Réle of Public Investment and Con- 
sumer Capital Formation; Income and Capital Formation; Price and Pro- 
duction Policies of Large-Scale Enterprise; Changing Distribution Channels; 
Financial Control of Large-Scale Enterprise; Pure Theory of Production; 
Changing Character of American Industrial Relations; Wages and Hours 
in Relation to Innevations and Capital Formation; Effect of Wage Increase 
upon Employm ‘Relation of Wage Policies and Price Policies; An Ap- 
praisal of F- Which Stopped Short the Recovery Development in the 
United Sta: _ Fiscal Policy in the Business Cycle; An Appraisal of the 
Workability of Compensatory Devices; Divergencies in the Development 
of Recovery in Various Countries; Factors Making for Change in Character 
of Business Cycle; Industrial Relations. Pp. 280. 
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The American Economic Review, March, June, September, and December; each $1.25 
Supplement.—Forty-ninth Annual Meeting: 
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Volume XXX, 1940 
w, March, June, September, and December; each, $1.25 


Supplement.—Fifty-s nual Meeting: 
Papers < gs. Objectives of Monetary Policy; Economic Issues ; 
in Social § ty Policy; Bank Deposits and the Business Cycle; Problems 
in the Tea f Economics; Price Control Under “Fair Trade” Legisla- d 
tion; P: An » Commercial Policy; Transportation Problem; 
Preserving ( tition Versus Regulating Monopoly; Theory of Inter- 
national Tt Collective Bargaining and Job Security; Banking Reform 
Through Su; y Standards; Incidence of Taxation; Economic Planning; 
Growth of } n Business; Economics of War; Population Problems; 5 
Cost Funct ir Relation to Imperfect Competition. Pp. 436. 125 
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